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Chapter  1 

FINANCIAL  REPORTING  CONTEXT 


1  Business  Context 

The  measurement  of  business  and  economic  activity  is  essential  to  the  assessment  of  the 
performance  of  the  entity.  The  publication  of  financial  information  has  provided  a  means  of 
producing  an  account  of  the  way  in  which  resources  have  been  utilised  within  a  business. 

In  modern  and  sophisticated  capital  markets,  financial  reporting  has  become,  for  large 
companies  at  least,  a  key  raw  material  on  which  investors  base  their  decisions  to  supply 
funds. 

Overtime,  different  practices  and  regulations  have  evolved  to  meet  the  requirements  of 
national  economic,  financial  and  legal  systems.  The  challenge  of  international  harmonisation 
is  to  reduce  or  eliminate  the  differences,  to  produce  a  level  playing  field  for  financial  reporting 
and  to  help  create  more  efficient  international  capital  markets. 


2  Chapter  Objectives 

This  chapter  looks  at  the  background  to  the  development  and  application  of  international 
harmonisation  through  financial  reporting  standards.  It  includes  the  process  by  which 
harmonisation  has  arisen  and,  more  specifically,  a  description  of  the  structure  and  bodies 
within  which  the  International  Accounting  Standards  Board  (IASB)  operates. 

On  completion  of  this  chapter  you  should  be  able  to: 

•  understand  the  nature,  concepts  and  purposes  underlying  the  international 
harmonisation  of  financial  reporting  and  progress  made; 

•  demonstrate  a  knowledge  of  the  regulatory  and  institutional  structure  within  which  the 
IASB  operates  and  of  the  major  bodies  within  that  structure; 

•  understand  the  structures  in  the  European  Union  (EU)  as  they  relate  to  international 
financial  reporting;  and 

•  understand  the  lASB's  approach  to  continuing  its  period  of  stability  for  the 
implementation  of  IFRS. 
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3  From  National  Accounting  to  International  Harmonisation 

Accounting  standards  are  effectively  the  'user  manual'  for  how  to  translate  an  entity's  financial 
performance  into  a  set  of  coherent  and  succinct  financial  statements.  The  end  result  is 
designed  to  be  a  set  of  financial  statements  that  is  the  basis  for  a  variety  of  users  to  make 
informed  economic  investment  decisions. 

Entities  across  the  world  prepare  financial  statements  with  this  same  objective  in  mind. 
However,  the  'user  manual'  in  each  national  jurisdiction  may  vary  to  take  account  of  the  local 
environment  in  which  entities  operate.  Consequently  the  same  business  transaction  may  be 
accounted  for  in  a  number  of  different  ways  depending  on  which  version  of  the  'user  manual' 
is  used,  for  example  the  one  for  the  UK,  for  the  US,  for  Australia  or  for  Japan. 

Factors  influencing  these  variations  in  national  practices  and  regulation  of  financial  reporting 
include: 

•  differences  in  the  way  that  legal  systems  operate; 

•  different  political  systems,  for  example  the  degree  of  central  government  control; 

•  different  capital  markets; 

•  international  variation  in  the  type  and  scale  of  economic  activity,  from  agricultural  to 
financial  services  and  from  developing  economies  to  industrialised  economies; 

•  the  degree  of  international  influence  and  openness  of  an  economy; 

•  the  stability  of  the  economy  and  inflation  rates; 

•  cultural  differences; 

•  the  influence  of  the  accounting  profession;  and 

•  national  differences  in  corporate  governance  (the  exercise  of  power  over  and 
responsibility  for  an  entity)  structures  and  practices. 

While  national  variations  in  accounting  practices  have  endured  for  many  years,  more  recently 
there  has  been  pressure  to  harmonise  financial  reporting  practice  and  regulation  on  a  global 
basis  in  order  to  reduce  such  inconsistencies.  In  short,  it  is  becoming  less  acceptable  to 
report  the  same  transactions  differently  according  to  where  they  occur.  Accounting  practices 
and  financial  reporting  should  be  a  universal  language. 

Illustration  1  -  Daimler  Benz 

A  good  example  of  inconsistent  national  financial  reporting  is  that  of  German  car 
manufacturer  Daimler-Benz  AG  (prior  to  its  merger  with  Chrysler). 

Daimler-Benz  obtained  a  listing  of  its  shares  in  the  US  in  1993,  and  in  so  doing  needed  to 
report  under  both  US  generally  accepted  accounting  practices  (GAAP)  and  German  GAAP. 

While  one  might  expect  that  the  profit  reported  would  be  similar  (as  it  was  exactly  the  same 
set  of  economic  transactions  being  presented),  this  was  not  the  case.  The  company  reported 
a  huge  loss  of  $1  billion  under  US  GAAP,  while  at  the  same  time  reporting  a  profit  of  $370 
million  under  its  own  domestic  German  GAAP. 

This  difference  was  simply  the  result  of  different  accounting  practices  being  used  by  different 
countries.  Such  significant  differences  undermine  the  usefulness  of  financial  statements. 
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There  have  been  a  number  of  primary  drivers  encouraging  worldwide  harmonisation  of 
financial  reporting,  including  increased  globalisation  of  trade  and  capital  markets.  The  rapid 
pace  at  which  information  technology  has  developed  has,  amongst  other  things,  led  to  the 
easing  of  the  electronic  movement  of  funds  across  national  boundaries  and  increased 
investor  willingness  to  invest  across  national  borders. 

With  international  barriers  being  broken  down  there  has  been  a  move  to  increased 
internationalisation  of  non-accounting  regulation,  for  example  international  banking 
agreements  (such  as  the  Basel  Accord)  and  international  agreements  by  securities 
regulators. 

As  a  reflection  of  the  movement  towards  international  harmonisation  of  financial  reporting 
there  has  been  increased  usage  of  International  Financial  Reporting  Standards  (IFRS) 
worldwide.  This  trend  matches  the  growing  internationalisation  of  business. 

There  are  now  around  80  countries  that  require  the  use  of  IFRS  for  the  preparation  of 
financial  statements  of  some,  or  all,  of  their  domestic  listed  entities.  There  are  at  least 
another  20  countries  that  permit  the  use  of  IFRS  for  the  preparation  of  such  financial 
statements.  In  addition  to  these  countries  which  have  already  made  the  move  to  IFRS  there 
are  a  number  of  important  others  who  are  pursuing  a  formal  policy  of  convergence  with  IFRS. 

By  2005,  convergence  with  IFRS  included  the  European  Union,  Australia,  Hong  Kong  and 
South  Africa,  while  Japan  and  the  United  States  continued  to  work  closely  with  the  IASB  to 
converge  their  standards.  New  Zealand  permitted  adoption  of  IFRS  from  2005,  but  more 
importantly  required  its  domestic  entities  to  comply  with  what  it  describes  as  "New  Zealand 
converged  IFRS"  by  2007. 

In  2007,  the  Accounting  Standards  Board  of  Japan  (ASBJ)  agreed  to  work  with  the  IASB  to 
eliminate  major  differences  between  International  Standards  and  Japanese  GAAP  by  2008. 
Any  remaining  differences  at  that  time  will  be  removed  by  the  middle  of  201 1 .  The 
convergence  goal  is  for  all  standards  that  are  effective  prior  to  201 1 ,  and  hence  new 
standards  currently  being  worked  on  by  the  IASB  will  not  be  within  this  remit.  However,  both 
boards  have  agreed  to  work  closely  with  each  other  in  order  that  the  international  approach 
will  be  acceptable  to  the  ASBJ. 

The  Council  of  the  Institute  of  Chartered  Accountants  of  India  also  agreed  in  mid  2007  to  fully 
converge  with  IFRS  for  accounting  periods  commencing  on  or  after  1  April  201 1 . 

China  made  a  similar  commitment  to  bring  about  convergence  of  Chinese  accounting 
standards  and  IFRS.  The  first  step  towards  convergence  in  China  was  the  release  of 
Chinese  Accounting  Standards  for  Business  Enterprises  and  Auditing  Standards  for  Certified 
Public  Accountants  in  February  2006.  This  marked  the  establishment  of  an  accounting 
system  for  business  enterprises  and  introduced  accounting  principles  that  are  familiar  to 
investors  worldwide,  hence  encouraging  investor  confidence  in  China's  capital  markets.  In 
addition,  the  Government  of  the  People's  Republic  of  China  announced  that  its  domestic 
listed  entities  would  apply  a  set  of  accounting  standards  that  are  substantially  converged  to 
IFRS  in  2007. 
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4  The  Pathway  to  Financial  Reporting  Harmonisation 

4.1  The  International  Accounting  Standards  Committee  (IASC) 

The  IASC,  which  was  the  predecessor  body  to  the  IASB,  was  founded  in  June  1 973.  It  was 
set  up  as  a  result  of  an  agreement  by  accountancy  bodies  in  ten  national  jurisdictions  which 
constituted  the  original  board,  being  Australia,  Canada,  France,  Germany,  Japan,  Mexico,  the 
Netherlands,  the  UK,  Ireland  and  the  US. 

The  IASC  subsequently  expanded  to  include  representatives  from  over  100  countries  and  by 
2000  the  membership  included  143  bodies  in  104  countries,  representing  over  two  million 
accountants. 

The  IASC  developed  and  issued  International  Accounting  Standards  (IAS). 

In  2001 ,  the  IASC  was  superseded  by  the  IASB,  which  had  a  new  structure  of  associated 
bodies  and  significantly  increased  financial  resources. 

The  IASB  issues  IFRS,  but  has  adopted  all  the  lASC's  IAS.  Any  reference  in  these  chapters 
to  IFRS  should  be  taken  as  including  IAS,  unless  there  is  a  specific  statement  to  the  contrary. 

4.2  The  International  Organisation  of  Securities  Commissions  (IOSCO) 

In  1995,  the  IASC  embarked  on  a  mission  to  complete  what  had  been  defined  as  the 

'comprehensive  core  set  of  standards'.  This  was  motivated  by  an  agreement  made  with 

IOSCO. 

IOSCO  is  an  international  body  of  security  commissions,  each  of  which  is  responsible  for 

regulating  investment  markets  in  its  own  country. 

The  agreement  between  the  IASC  and  IOSCO  committed  the  IASC  to  the  completion  of 
revisions  to  the  standards  that  IOSCO  deemed  essential  if  it  was  to  permit  lAS-based 
financial  reporting  in  the  securities  markets  under  its  members'  control. 

In  2000,  IOSCO  endorsed  the  use  of  30  selected  IAS  for  the  purposes  of  crossborder 
securities  registrations  and  the  financial  statements  of  multinational  entities. 

lOSCO's  membership  currently  stands  at  in  excess  of  180  members  (including  the  Securities 
Exchange  Commission  (SEC)  in  the  US)  and  continues  to  grow.  The  organisation's  members 
regulate  more  than  90  per  cent  of  the  world's  securities  markets  and  IOSCO  is  today  the 
world's  most  important  international  cooperative  forum  for  securities  regulatory  agencies. 

4.3  The  Financial  Accounting  Standards  Board  (FASB) 

A  significant  milestone  towards  achieving  the  goal  of  having  one  set  of  global  standards  was 
reached  in  October  2002  when  the  Financial  Accounting  Standards  Board  (FASB),  the  US 
standard  setter,  and  the  IASB  entered  into  a  Memorandum  of  Understanding  -the  'Norwalk 
Agreement'. 

This  Agreement  was  a  significant  step  towards  the  US  formalising  its  commitment  to  the 
convergence  of  US  and  international  accounting  standards.  In  the  Press  Release  that 
announced  the  Agreement,  Robert  H.  Herz,  chairman  of  the  FASB  commented  "The  FASB  is 
committed  to  working  toward  the  goal  of  producing  high  quality  reporting  standards  worldwide 
to  support  healthy  global  capital  markets". 

The  Agreement  set  out  a  number  of  initiatives,  including  a  move  to  eliminate  minor 
differences  between  US  and  international  standards,  a  decision  to  align  the  two  Boards'  future 
work  programmes  and  a  commitment  to  work  together  on  joint  projects. 


THE  INSTITUTE 

of  chartered  Chapter  1  -  Financial  Reporting  Context 

ACCOUNTANTS  p  6 

IN  ENGLAND  AND  WALES  ° 


Since  the  publication  of  the  Norwalk  Agreement,  the  IASB  and  FASB  have  been  working 
together  with  the  common  goal  of  producing  a  single  set  of  global  accounting  standards  and 
this  resulted  in  a  further  formal  Memorandum  of  Understanding  being  published  in  February 
2006.  The  Memorandum  of  Understanding  set  out  a  number  of  goals  that  should  be 
completed  by  2008: 

■  Short-term  convergence  -  major  differences  in  a  number  of  specific  areas  should 
be  eliminated.  The  specific  areas  include,  among  others,  impairment,  income  tax, 
joint  ventures  and  fair  value;  and 

■  Other  joint  projects  -  progress  should  have  been  made  in  a  number  of  other  areas 
where  one  of  the  Boards  has  identified  the  need  for  improvement.  These  topic  areas 
include,  but  are  not  limited  to,  business  combinations,  consolidation,  performance 
reporting  and  revenue  recognition. 

The  debate  surrounding  the  publication  of  accounting  standards  based  on  principles  rather 
than  rules  continues  to  be  one  that  has  no  straight-forward  answer.  While  the  IASB  prefers 
standards  to  be  based  on  principles,  it  is  finding  that  preparers  of  financial  statements  are 
asking  for  more  guidance  rather  than  less.  Both  the  FASB  and  IASB  agree  that  standards  are 
becoming  too  complicated,  and  they  have  therefore  agreed  to  discuss  how  they  might  be 
simplified  by  focusing  on  the  principles  of  what  the  standard  is  trying  to  achieve.  Such  an 
approach  will  mean  that  judgement  has  to  be  applied  when  interpreting  the  principles. 

In  November  2007  the  US  Securities  and  Exchange  Commission  (SEC)  agreed  to  remove 
with  immediate  effect  the  requirement  for  non-US  entities  reporting  under  IFRS  (as  issued  by 
the  IASB)  to  reconcile  their  financial  statements  to  US  GAAP.  Prior  to  this  announcement 
there  was  a  need  for  US  Registrants  to  prepare  a  reconciliation  between  their  financial 
statements  and  certain  key  figures  such  as  earnings  and  net  assets  under  IFRS  with  their 
equivalents  under  US  GAAP. 


Illustration  2  -  GlaxoSmithKline 

GlaxoSmithKline  pic  is  an  English  public  limited  company  that  has  its  shares  listed  on  the 
London  Stock  Exchange  and  the  New  York  Stock  Exchange. 

It  prepares  its  financial  statements  in  accordance  with  IFRS.  Prior  to  the  SEC  removing  the 
need  for  a  reconciliation  to  be  prepared  it  was  required  to  present  both  US  GAAP  and  IFRS 
key  financial  information. 

For  its  year  ended  31  December  2006,  GlaxoSmithKline  reported  profits  of  £5,389million 
under  IFRS,  which  fell  to  £4,465million  under  US  GAAP,  and  equity  shareholders'  funds  (net 
assets  less  non-controlling  interests)  increased  from  £9,386million  under  IFRS  to 
£34,653million  under  US  GAAP. 


4.4  EU  Regulation 

EU  Accounting  Directives  were  issued  to  establish  a  minimum  level  of  harmonisation  within 
Europe  for  the  preparation  of  financial  statements.  Following  a  change  in  focus  the  goal  posts 
moved  to  international  harmonisation  rather  than  within  Europe  alone.  As  a  result,  the 
European  Commission  published  an  EU  Regulation  in  June  2002  that  required  the  adoption 
of  IFRS  in  member  states  for  the  preparation  of  the  consolidated  financial  statements  (i.e.  the 
group  financial  statements)  of  listed  entities. 

The  Regulation  applied  to  financial  periods  beginning  on  or  after  1  January  2005  for  entities 
incorporated  in  a  member  state  and  whose  securities,  debt  or  equity,  were  traded  on  a 
regulated  market  in  the  EU.  The  significance  of  this  requirement  being  issued  as  a  Regulation 
was  that  it  immediately  had  the  force  of  law  in  member  states.  Its  adoption  was  not  dependant 
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on  it  being  incorporated  into  national  legislation,  so  there  was  consistency  in  both  timing  and 
application  of  the  requirements. 

The  European  Commission  made  what  it  described  as  a  "gamble"  because  the  successful 
implementation  of  IFRS  should  lead  to  reduced  costs  for  multi-national  groups  with  one  GAAP 
applied  across  the  whole  group.  Lower  costs  of  raising  capital,  improved  access  to  funding 
and  better  opportunities  for  investors  should  flow  from  enhanced  comparability  of  financial 
statements. 


Extract  from  the  financial  statements  of  France  Telecom  2004 

"IMPLEMENTATION  OF  IFRS  WITHIN  THE  FRANCE  TELECOM  GROUP 

ORGANIZATION  OF  THE  CONVERSION  PROCESS 

This  project  is  part  of  a  broader  program  that  aims  to  enrich  management  reporting  and 
implement  a  new  consolidation  tool  and  a  new  set  of  references  common  to  the  entire  group. 
To  ensure  the  homogeneity  of  the  accounting  policies  and  their  implementation  within  the 
group,  the  IFRS  conversion  project  is  led  by  a  central  team  that  is  managing  the  entire  project 
for  the  Group  and  its  sub-groups." 


Consistent  application  and  enforcement  continue  to  be  one  of  the  biggest  challenges  facing 
entities  within  the  EU.  Unfortunately,  consistent  application  does  not  necessarily  mean 
"identical"  application".  With  27  Member  States  all  having  a  different  starting  point,  consistent 
application  across  the  EU  was  never  considered  to  be  a  straight-forward  exercise. 

In  an  attempt  to  overcome  some  of  the  challenges  surrounding  consistent  application  the 
European  Commission  formed  a  "Roundtable  on  Consistent  Application  of  IFRSs"  in  February 
2006.  The  Roundtable  was  formed  so  that  "common  concerns"  of  application  of  IFRS  are 
identified  and  where  necessary  referred  to  the  International  Financial  Reporting 
Interpretations  Committee  (IFRIC).  "Common  concerns"  are  described  as  where  application 
of  standards  is  divergent,  significant  and  widespread. 

The  Roundtable  gathers  its  views  from  audit  firms,  standards  setters  and  other  interested 
bodies  in  each  Member  State  and  met  for  the  first  time  in  May  2006.  The  Roundtable  itself 
has  no  authority  to  issues  interpretations,  instead  it  is  a  vehicle  used  to  identify  and  discuss 
differences  in  interpretation  across  the  EU. 

While  in  favour  of  harmonisation,  the  European  Commission  did  not  wish  to  delegate 
unconditionally  the  process  of  accounting  standard  setting  to  a  private  sector  organisation 
over  which  it  had  little  influence  and  no  control.  It  therefore  set  up  an  endorsement 
mechanism  to  assess  new  standards  and  approve  them  for  use  in  the  EU. 

The  body  given  responsibility  for  endorsement  is  the  Accounting  Regulatory  Committee 
(ARC),  which  is  a  statutory  body  composed  of  representatives  of  member  states  and  chaired 
by  a  member  of  the  Commission.  Technical  views  are  received  from  EFRAG  (the  European 
Financial  Reporting  Advisory  Group),  a  group  composed  of  accounting  experts  from  the 
private  sector,  including  preparers,  users,  members  of  the  accounting  profession  and  national 
standard  setters. 

In  addition  to  its  Technical  Expert  Group,  EFRAG  also  has  a  Supervisory  Board  which 
oversees  the  work  of  the  Technical  Expert  Group  to  guarantee  the  representation  of  the  full 
European  interest. 
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4.4.1  The  Committee  of  European  Securities  Regulators  (CESR) 

If  international  standards  are  to  be  mandatory,  then  their  application  should  be  enforced  in 
some  way.  Enforcement  can  take  place  at  a  number  of  different  levels,  for  example  through 
governments,  securities  regulators  or  other  regulatory  bodies  where  appropriate. 

Within  the  EU  it  was  felt  that  harmonisation  of  accounting  standards  would  be  improved 
through  the  harmonisation  of  enforcement,  hence  providing  member  states  with  a  level 
playing  field. 

The  European  Commission  in  conjunction  with  the  Committee  of  European  Security 
Regulators  (CESR)  has  therefore  set  up  a  common  approach  to  enforcement.  This  common 
approach  is  based  on  a  number  of  principles  covering  key  areas  such  as  the  definition  of 
enforcement,  the  selection  techniques  for  the  financial  statements  to  be  examined  and  the 
powers  of  the  enforcers. 
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5  The  Structure  of  the  IASB 

The  structure  of  the  IASB  is  designed  to  demonstrate  the  attributes  that  are  necessary  to 
establish  the  legitimacy  of  a  standard-setting  organisation,  including  the  independence  of  its 
members  and  the  adequacy  of  technical  expertise. 

5.1  The  IASB 

The  Preface  to  International  Financial  Reporting  Standards  lists  the  objectives  of  the  IASB  as 
being: 

■  to  develop,  in  the  public  interest,  a  single  set  of  high  quality,  understandable  and 
enforceable  global  accounting  standards  that  require  high  quality,  transparent  and 
comparable  information  in  financial  statements  and  other  financial  reporting  to  help 
participants  in  the  various  capital  markets  of  the  world  and  other  users  of  the  information 
to  make  economic  decisions; 

■  to  promote  the  use  and  rigorous  application  of  those  standards;  and 

■  to  work  actively  with  national  standard-setters  to  bring  about  convergence  of  national 
accounting  standards  and  IFRSs  to  high  quality  solutions. 

There  are  14  board  members  on  the  IASB,  with  each  member  having  one  vote.  Twelve  of  the 
members  are  full-time,  with  the  remaining  two  part-time.  Members  of  the  IASB  are  appointed 
for  a  term  of  up  to  five  years  which  is  renewable  once. 

The  foremost  qualification  for  membership  is  technical  expertise,  together  with  relevant 
experience  of  international  business.  The  membership  selection  process  ensures  that  no 
particular  constituency  or  geographical  group  dominates  IASB  decision  making.  To  achieve  a 
balance  of  perspective  and  experience  on  the  Board,  the  Trustees  must  ensure  that  IASB 
members  provide  an  appropriate  mix  of  recent  practical  experience  among  auditors, 
preparers,  users  and  academics. 

5.2  The  Standards  Advisory  Council  (SAC) 

SAC  is  a  group  of  organisations  and  individuals  with  an  interest  in  international  financial 
reporting.  It  is  a  body  set  up  to  participate  in  the  standard-setting  process.  Members  are 
appointed  by  the  International  Accounting  Standards  Committee  Foundation  which  also 
appoints  members  to  the  IASB.  These  members  are  drawn  from  different  geographic 
locations  and  have  a  wide  variety  of  backgrounds,  including  users,  preparers,  academics, 
auditors,  analysts,  regulators  and  professional  accounting  bodies. 

The  SAC's  role  includes  advising  on  priorities  within  the  lASB's  work  programme,  and  the 
IASB  is  required  to  consult  with  the  SAC  in  advance  of  any  board  decisions  on  major  projects 
that  it  wishes  to  add  to  its  agenda. 

5.3  The  International  Financial  Reporting  Interpretations  Committee 
(IFRIC) 

IFRIC  is  the  successor  to  the  former  Standing  Interpretations  Committee  (SIC)  and  is 
responsible  for  interpreting  the  application  of  international  standards. 

IFRIC  prepares  interpretations  of  how  specific  issues  should  be  accounted  for  under  the 
application  of  IFRS  where  the  standards  do  not  include  specific  authoritative  guidance  and 
there  is  a  risk  of  divergent  and  unacceptable  accounting  practices.  Interpretations  are  then 
approved  for  publication  by  the  IASB.  All  the  SIC  Interpretations  issued  under  the  supervision 
of  the  IASC  have  been  adopted  by  the  IASB. 
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IFRIC  consists  of  12  members  who  are  required  to  operate  on  the  basis  of  their  own 
independent  views  and  not  as  representatives  of  the  organisations  with  which  they  are 
associated. 

6  The  lASB's  "Stable  Platform" 

The  IASB  issued  in  July  2006  a  Press  Release  setting  out  that  it  would  not  enforce  the 
introduction  of  any  new  accounting  standards  until  2009;  instead  there  would  be  a  period  of 
stability.  This  period  of  stability  is  to  assist  entities  as  they  implement  international  standards 
for  the  first  time  and  to  encourage  countries  that  have  yet  to  adopt  IFRS  to  do  so.  The  IASB 
may  still  issue  new  standards  or  major  amendments  during  this  period,  and  indeed  has  done 
so,  although  their  mandatory  implementation  date  will  not  be  until  2009.  Entities  are 
permitted  to  adopt  a  new  standard  early  if  they  wish.  Interpretations  or  minor  amendments 
that  arise  from  existing  standards  during  their  implementation  will  continue  to  be  published 
under  the  current  process. 

Following  an  extensive  consultation  process  the  IASB  has  also  agreed  to  the  following 
actions: 

■  increased  lead  time  to  prepare  for  the  implementation  of  new  standards  -  the 

mandatory  implementation  date  of  new  standards  or  major  amendments  to  existing 
standards  will  be  a  minimum  of  one  year  from  the  publication  date  of  the  standard  or 
amendment.  This  is  in  response  to  entities'  pleas  that  they  are  given  longer  to 
introduce  a  standard  into  their  reporting  systems,  as  well  as  providing  Governments 
and  other  national  authorities  with  sufficient  time  to  translate  any  new  requirements. 
The  European  Commission  alone  is  required  to  translate  new  international  standards 
into  its  23  official  languages; 

■  increased  opportunity  for  input  on  conceptual  issues  -  to  allow  users,  preparers 
and  other  interested  parties  time  to  reflect  and  comment  on  proposals,  publications  of 
a  conceptual  nature  will  generally  be  issued  as  a  discussion  paper  in  the  first 
instance,  rather  than  immediately  as  an  exposure  draft.  This  will  allow  commentators 
two  opportunities  (at  the  discussion  paper  stage  as  well  as  at  the  exposure  draft 
stage)  to  influence  the  discussions  and  outcomes,  as  well  as  having  an  official  role  at 
an  earlier  stage  in  the  process  and  therefore  increasing  their  ability  to  influence  the 
early  decisions;  and 

■  public  roundtables  on  key  topics  -  the  IASB  is  using  the  roundtable  forum  to 
improve  interested  parties'  ability  to  influence  early  discussions.  These  forums  have 
been  used  on  several  occasions  since  2004  as  an  effective  vehicle  to  bring  together 
both  interested  and  knowledgeable  people  from  different  organisations.  Two  such 
roundtable  events  were  specifically  mentioned  in  the  July  2006  Press  Release;  these 
were  to  take  place  in  early  2007  in  the  areas  of  the  proposed  amendments  to  the 
recognition  and  measurement  principles  in  IAS  37  Provisions,  contingent  liabilities 
and  contingent  assets  and  the  measurement  phase  of  the  Conceptual  Framework. 
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7  Chapter  Review 

This  chapter  has  been  concerned  with  the  factors  leading  to  the  development  of  international 
harmonisation  through  financial  reporting  standards,  and  the  institutions  and  structures  that 
have  developed  to  implement  and  enforce  these  standards. 

The  chapter  has  covered: 

•  the  nature,  concepts  and  purposes  underlying  the  international  harmonisation  of 
financial  reporting,  as  well  as  its  progress; 

•  the  structure  of  financial  reporting  within  the  EU; 

•  the  regulatory  and  institutional  structures  within  which  the  IASB  operates  and  the 
major  bodies  within  that  structure;  and 

•  the  lASB's  approach  to  continuing  its  period  of  stability  for  the  implementation  of 
IFRS. 
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8  Self  Test  Questions 
Chapter  1 

1 .    Are  the  following  statements  about  the  Norwalk  Agreement  true  or  false? 

(1)  The  Norwalk  Agreement  requires  the  consolidated  financial  statements  of 
all  listed  United  States  companies,  starting  after  1  January  2005,  to  be 
prepared  in  accordance  with  International  Accounting  Standards. 

(2)  The  Norwalk  Agreement  was  an  agreement  for  short-term  financial 
reporting  convergence  between  the  European  Commission  and  the  United 
States  government. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

In  order  to  adopt  an  IFRS,  the  European  Commission  satisfies  itself  that  the  IFRS 
results  in  a  true  and  fair  view  of  the  financial  position  and  performance  of  an 
entity. 

Which  TWO  of  the  following  organisations  assist  the  European  Commission  with 
this  decision? 

A  Accounting  Regulatory  Committee  (ARC) 

B  International  Accounting  Standards  Committee  Foundation  (IASCF) 

C  European  Financial  Reporting  Advisory  Group  (EFRAG) 

D  Standards  Advisory  Council  (SAC) 


Which  ONE  of  the  following  is  a  statutory  body  that  has  responsibility  for  the 
endorsement  of  International  Accounting  Standards  in  the  European  Union? 

A  European  Financial  Reporting  Advisory  Group  (EFRAG) 

B  International  Federation  of  Accountants  (IFAC) 

C  Accounting  Regulatory  Committee  (ARC) 

D  Committee  of  European  Securities  Regulators  (CESR) 


Which  ONE  of  the  following  bodies  is  responsible  for  reviewing  accounting  issues 
that  are  likely  to  receive  divergent  or  unacceptable  treatment  in  the  absence  of 
authoritative  guidance,  with  a  view  to  reaching  consensus  as  to  the  appropriate 
accounting  treatment? 

A  International  Financial  Reporting  Interpretations  Committee  (IFRIC) 

B  Standards  Advisory  Council  (SAC) 

C  International  Accounting  Standards  Board  (IASB) 
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D  International  Accounting  Standards  Committee  Foundation  (IASC 

Foundation) 

Trustees  of  the  International  Accounting  Standards  Committee  Foundation  are 
responsible  for  appointing  members  to  which  TWO  of  the  following  bodies? 

A  International  Financial  Reporting  Interpretations  Committee  (IFRIC) 

B  Standards  Advisory  Council  (SAC) 

C  European  Financial  Reporting  Advisory  Group  (EFRAG) 

D  Accounting  Regulatory  Committee  (ARC) 


Which  ONE  of  the  following  is  a  private  sector  organisation  which  is  made  up  of 
key  interest  groups  associated  with  financial  reporting  and  consists  of  two  bodies: 
a  Technical  Expert  Group;  and  a  Supervisory  Board? 

A  International  Federation  of  Accountants  (IFAC) 

B  Standards  Advisory  Council  (SAC) 

C  European  Financial  Reporting  Advisory  Group  (EFRAG) 

D  Accounting  Regulatory  Committee  (ARC) 


7.    The  International  Financial  Reporting  Interpretations  Committee  (IFRIC)  issues 
interpretations  as  authoritative  guidance. 

For  which  TWO  of  the  following  should  IFRIC  consider  issuing  an  Interpretation? 

A  Narrow,  industry-specific  issues 

B  Newly  identified  financial  reporting  issues  not  specifically  addressed  in 

IFRSs 
C  Issues  where  unsatisfactory  or  conflicting  interpretations  have 

developed,  or  seem  likely  to  develop 
D  Areas  where  members  of  the  IASB  cannot  reach  unanimous 

agreement 


8.    Are  the  following  statements  true  or  false? 

(1)  The  Norwalk  Agreement  outlines  the  commitment  of  the  IASB  and  FASB 
towards  harmonisation  of  International  and  US  Accounting  Standards. 

(2)  IOSCO  requires  mandatory  preparation  of  financial  statements  in 
accordance  with  IFRS. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 
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According  to  the  Preface  to  International  Financial  Reporting  Standards,  which 
TWO  of  the  following  are  objectives  of  the  IASB? 

A  To  harmonise  financial  reporting  between  IFRS  and  US  GAAP 

B  To  work  actively  with  national  standard  setters 

C  To  promote  the  use  and  rigorous  application  of  accounting  standards 

D  To  harmonise  financial  reporting  within  the  European  Union 
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Chapter  2 

THE  IFRS  FRAMEWORK 


1  Business  Context 

The  way  that  items  and  transactions  are  treated  and  presented  in  the  financial  statements 
may  affect  an  investor's  perception  of  the  position  and  performance  of  an  entity.  In  addition,  it 
may  directly  affect  the  way  in  which  contracts  based  on  accounting  numbers  are  written  and 
the  size  of  an  entity's  tax  liability.  There  is  therefore  a  real  danger  that  the  accounting 
standards  setting  process  may  be  politically  influenced  or  dominated  by  self-interest  groups. 

To  ensure  that  this  threat  does  not  become  a  reality,  it  is  important  that  there  is  a  framework 
that  sets  out  the  wider  purposes  that  accounting  standards  are  intended  to  achieve  and  the 
principles  to  guide  the  development  of  detailed  requirements,  thereby  achieving  consistent 
standards.  The  lASB's  Framework  for  the  preparation  and  presentation  of  financial 
statements  attempts  to  do  this  in  the  context  of  IFRS.  It  sets  out  consistent  principles  which 
form  the  basis  for  the  development  of  detailed  requirements  in  IFRS. 


2  Chapter  Objectives 

This  chapter  explains  the  standard  setting  process,  and  the  concepts  underpinning  the 
development  of  IFRS.  In  particular,  it  looks  at: 


• 


• 


the  International  Financial  Reporting  Standard  setting  process; 

the  Preface  to  International  Financial  Reporting  Standards  (the  Preface);  and 


•  the  Framework  for  the  preparation  and  presentation  of  financial  statements  (the 
Framework). 

On  completion  of  this  chapter  you  should  be  able  to: 

•  understand  the  purpose  and  role  of  accounting  standards; 

•  understand  the  standard-setting  process  applied  by  the  IASB; 

•  explain: 

o     the  purposes  of  financial  reporting;  and 

o     how  financial  reporting  can  assist  the  management  of  an  entity  in  being 
accountable  to  the  entity's  shareholders  and  other  stakeholders; 

•  understand  the  qualitative  characteristics  of  financial  information  set  out  in  the 
Framework  and  the  constraints  on  them;  and 

•  understand  the  elements  of  financial  statements  set  out  in  the  Framework. 

3  The  Purpose  of  Accounting  Standards 

The  overall  purpose  of  accounting  standards  is  to  identify  proper  accounting  practices  for  the 
preparation  of  financial  statements. 

Accounting  standards  create  a  common  understanding  between  users  and  preparers  on  how 
particular  items,  for  example  the  valuation  of  property,  are  treated.  Financial  statements 
should  therefore  comply  with  all  applicable  accounting  standards. 
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4  The  Role  of  Accounting  Standards 

The  content  of  financial  statements  is  often  defined  by  national  laws  prescribing  what,  how, 
and  when  disclosures  should  be  made.  Such  requirements,  however,  are  often  high-level  with 
little,  if  any,  detailed  guidance  on  how  the  requirements  should  be  implemented  in  practice. 
The  role  of  accounting  standards  is  therefore  to  translate  high-level  principles  into  reasoned 
procedures  that  an  entity  can  apply  in  practice. 

Accounting  standards  may  be  based  either  on  what  is  commonly  referred  to  as  the  'rules- 
based  approach'  or  the  'principles-based  approach'. 

A  rules-based  approach  is  exactly  as  its  name  suggests,  detailed  rules  on  a  subject.  The 
rules  are  developed  to  cover  every  possible  eventuality.  If  an  item  or  transaction  is  not 
covered  by  a  detailed  rule,  discretion  is  granted  as  to  how  to  account  for  it  in  the  financial 
statements.  This  leads  in  practice  to  long  and  often  convoluted  standards  and  can  encourage 
a  process  best  described  as  'loopholing',  where  preparers  of  financial  statements  attempt  to 
find  loopholes  in  the  rules  which  enable  them  to  ignore  the  accounting  requirements.  The 
standard  setters  as  a  result  are  forced  to  issue  more  rules  to  plug  the  loophole,  and  so  on. 

The  US  standard  setting  body,  the  Financial  Accounting  Standards  Board  (FASB)  has 
historically  issued  standards  using  the  rules-based  approach. 

A  principles-based  approach  involves  explaining  the  general  principles  that  an  accounting 
standard  is  based  on  and  then  providing  practical  guidance  and  explanation  on  how  an  entity 
might  meet  those  principles.  While  containing  many  detailed  rules,  IFRS  are  set  on  a 
principles-based  approach. 


Illustration  1 

IAS  1 7  Leases  sets  out  the  general  principle  that: 

"A  lease  is  classified  as  a  finance  lease  if  it  transfers  substantially  all  the  risks  and  rewards 
incidental  to  ownership. " 

The  standard  goes  on  to  describe  what  the  risks  and  rewards  of  ownership  might  be. 
However,  by  setting  out  the  general  principle  first,  entities  are  required  to  look  at  the  overall 
substance  of  a  lease  transaction  and  not  see  whether  they  can  structure  a  lease  that  does  not 
fit  into  one  of  the  specified  criteria. 

In  comparison,  the  US  standard  on  leasing,  Statement  of  Financial  Accounting  Standards 
(SFAS)  No.  13  Accounting  for  leases  uses  the  rules-based  approach.  It  sets  out  that  a  lease 
should  be  classified  as  a  finance  lease  (US  terminology  for  a  finance  lease  is  a  'capital  lease') 
if  it  meets  any  one  of  a  list  of  four  criteria.  If  the  lease  does  not  meet  one  of  the  specified  four 
criteria,  then  it  should  be  classified  as  an  operating  lease. 


Thus  whilst  a  rules-based  approach  may  seem  tougher,  it  could  be  argued  that  a  principles- 
based  approach  leads  to  more  compliance  with  the  overall  intention  of  the  standards  setters 
when  they  wrote  the  standard. 
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5  International  and  National  Accounting  Standards 

An  entity  is  normally  required  to  comply  with  the  accounting  requirements  for  the  country  in 
which  it  is  registered.  However,  many  entities  are  large  multinational  groups  and  they  may  list 
their  shares  on  a  number  of  stock  exchanges  around  the  world.  Where  accounting 
requirements  are  different  in  each  country  in  which  an  entity  is  listed,  the  entity  may  be 
required  to  prepare  its  financial  statements  on  a  number  of  different  bases. 

In  practice,  an  entity  will  generally  prepare  its  financial  statements  using  the  requirements  for 
the  country  in  which  it  is  registered,  but  include  a  list  of  differences  that  arise  as  a  result  of 
applying  a  different  set  of  national  standards.  As  discussed  in  Chapter  1 ,  the  requirement  for 
a  reconciliation  to  be  presented  by  US  registrants  between  amounts  in  financial  statements 
prepared  under  IFRS  and  amounts  in  those  prepared  under  US  generally  accepted 
accounting  practice  (GAAP)  has  now  been  removed. 

Pressure  continues  for  the  adoption  of  a  single  set  of  global  accounting  standards.  Indeed  the 
use  of  IFRS  is  already  widespread  and  the  number  of  different  sets  of  accounting  standards 
being  used  is  reducing. 


6  Setting  International  Financial  Reporting  Standards 

6.1  The  IASCF 

The  International  Accounting  Standards  Committee  Foundation  (IASCF)  was  formed  in  March 
2001  as  a  not-for-profit  corporation  and  is  the  parent  entity  of  the  IASB.  The  IASCF  is  an 
independent  organisation  and  its  trustees  exercise  oversight  and  raise  necessary  funding  for 
the  IASB  to  carry  out  its  role  as  standard  setter. 

6.2  Membership 

Membership  of  the  IASCF  has  been  designed  so  that  it  represents  an  international  group  of 
preparers  and  users,  who  become  IASCF  Trustees.  The  selection  process  for  the  22  trustees 
takes  into  account  geographical  factors  and  professional  background.  The  IASCF  trustees 
appoint  the  IASB  members. 

6.3  The  standard -setting  process 

The  IASB  process  for  developing  new  standards  is  set  out  in  the  Preface  and  generally 
involves  the  following  stages  (those  marked  in  italics  are  always  required):  [Preface  18] 

•  staff  review  the  issues  associated  with  the  topic,  including  the  application  of  the 
Framework,  and  carry  out  a  study  of  national  requirements  and  practices  in  relation  to 
an  issue; 

•  exchange  views  with  national  standards  setters  (to  establish  how  acceptable  the 
standard  would  be  in  national  jurisdictions); 

•  consultation  with  the  Standards  Advisory  Council  (SAC)  on  whether  the  issue  should 
be  added  to  the  lASB's  agenda.  The  SAC  is  made  up  of  organisations  and  individuals 
with  an  interest  in  international  financial  reporting; 

•  the  formation  of  an  advisory  group  with  specialist  interest  and  knowledge  in  the  topic; 

•  issue  of  a  discussion  paper  for  public  comment; 
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the  publication  of  an  exposure  draft,  together  with  any  dissenting  opinions  held  by 
IASB  members  and  a  basis  of  conclusions.  Its  content  should  be  approved  by  at  least 
nine  of  the  fourteen  IASB  members; 

the  publication  of  a  basis  of  conclusion  with  exposure  drafts; 

consideration  of  all  comments  received  on  an  exposure  draft  during  the  comment 
period; 

public  hearings  about,  and  field  tests  of,  the  exposure  draft; 

issue  of  a  standard  together  with  any  dissenting  opinions  held  by  IASB  members.  Its 
content  is  required  to  be  approved  by  at  least  nine  of  the  fourteen  members;  and 

the  publication  of  the  standard  should  include  a  basis  of  conclusions  and  a 
description  of  the  due  process  undertaken. 

Written  contributions  are  welcomed  at  all  stages  in  this  process.  The  IASB  has  a  public 
gallery  at  its  monthly  meetings  (and  observers  can  log-on  to  a  live  web  cast  of  the  meetings) 
which  allows  interested  parties  to  attend  as  observers. 

The  predecessor  body  to  the  IASB,  the  International  Accounting  Standards  Committee  (IASC) 
issued  IAS  numbers  1  -  41  (although  there  are  gaps  in  the  sequence  with  some  standards 
being  subsequently  superseded  or  withdrawn).  The  IASB  adopted  all  previously  issued 
standards.  Standards  issued  by  the  new  IASB  can  be  identified  as  they  are  prefixed  with 
I FRS  rather  than  IAS. 

6.4  Preface  to  International  Financial  Reporting  Standards 

The  Preface  sets  out  the  objectives  and  due  process  of  the  IASB.  It  also  explains  the  scope, 
authority  and  timing  of  the  application  of  IFRS.  These  issues  have  been  discussed  above  and 
in  Chapter  1. 

The  Preface  highlights  a  number  of  other  important  matters: 

•  that  IFRS  apply  to  all  general  purpose  financial  statements  of  all  profit  oriented 
entities  and  are  directed  to  the  common  information  needs  of  a  wide  range  of  users; 
[Preface  9,10] 

•  the  lASB's  objective  is  to  require  like  transactions  and  events  to  be  accounted  for  in  a 
like  way  and  not  to  permit  choices.  It  recognises  that  the  IASC  permitted  different 
treatments  for  given  transactions  and  events  ('benchmark  treatment'  and  'allowed 
alternative  treatment')  and  has  the  objective  to  reduce  choice;  [Preface  12,  13]  and 

•  standards  include  paragraphs  in  bold  and  plain  type.  Bold  type  paragraphs  indicate 
the  main  principles.  However,  both  types  have  equal  authority  [Preface  14]. 


7  The  Context  for  Financial  Reporting 

This  section  examines  the  context  for  financial  reporting,  including  its  purpose,  the  needs  of 
users  of  financial  statements  and  how  these  are  met,  and  the  key  principles  underlying 
financial  statements.  The  main  areas  addressed  are  outlined  in  the  following  diagram: 
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8  What  is  Financial  Reporting? 

8.1  Definition 

'Financial  reporting'  is  the  provision  of  financial  information  about  an  entity  to  external  users, 
that  is  useful  to  them  in  making  economic  decisions  and  for  assessing  the  effectiveness  of  the 
entity's  management.  Typically,  this  information  is  made  available  annually,  half-yearly  or 
quarterly  and  is  presented  in  formats  laid  down  or  approved  by  the  governments  and  other 
regulators  in  each  national  jurisdiction. 

8.2  Financial  statements 

The  principal  way  of  providing  financial  information  to  external  users  is  through  the  annual 
financial  statements.  Financial  statements  are  the  summary  of  the  performance  of  an  entity 
over  a  particular  period  and  its  financial  position  at  the  end  of  that  period.  Financial 
statements  are  designed  to  meet  the  common  needs  of  a  wide  range  of  users,  and  therefore 
are  not  tailored  to  the  needs  of  any  particular  user  group. 

Financial  statements  comprise  four  primary  statements  and  the  accompanying  notes,  as  set 
out  in  IAS  1  Presentation  of  financial  statements. 
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9  The  Framework  for  the  Preparation  and  Presentation  of  Financial 
Statements 

The  Framework  sets  out  the  concepts  that  underlie  the  preparation  and  presentation  of 
financial  statements.  Such  concepts  are  the  foundation  on  which  financial  statements  are 
constructed  and  provide  a  platform  from  which  standards  are  developed. 

The  Framework  is  important  because  it  [Framework  1]: 

assists  the  IASB  in  the  development  of  new  standards  and  the  revision  of  existing 
standards; 

provides  a  rationale  for  reducing  the  number  of  alternative  accounting  treatments  and 
promoting  harmonisation  of  accounting  standards  and  regulations; 

assists  national  standard  setters  in  developing  their  national  standards  on  a  basis 
consistent  with  international  principles; 

assists  preparers  of  financial  statements  in  applying  IFRS  and  general  principles; 

assists  auditors  in  forming  an  opinion  on  whether  financial  statements  conform  with 
IFRS; 

assists  users  of  financial  statements  in  their  interpretation  of  financial  statements;  and 

provides  information  on  the  work  carried  out  by  the  IASB. 

The  Framework  is  not  an  accounting  standard  and  it  does  not  contain  detailed  requirements 
on  how  financial  statements  should  be  prepared  or  presented.  Specific  references  to  the 
Framework  can  be  found,  however,  in  individual  accounting  standards  dealt  with  in  later 
chapters. 

9.1  Users  and  their  information  needs 

9.1.1  Economic  decisions 

The  content  and  presentation  of  financial  statements  are  influenced  by  the  use  to  which  the 
financial  statements  are  to  be  put,  for  example: 

•  an  investor  deciding  when  to  buy,  hold,  or  sell  shares; 

•  employees  assessing  an  entity's  ability  to  provide  benefits  to  them; 

•  investors  assessing  an  entity's  ability  to  pay  dividends  and  therefore  the  likely  return 
that  they  will  achieve  on  their  investment;  and 

•  debt  providers  assessing  the  level  of  security  for  amounts  lent  to  the  entity. 

9.1.2  Users  and  specific  needs 

The  Framework  identifies  users  of  financial  statements  and  their  specific  information  needs  as 
set  out  in  the  illustration  below.  [Framework  9] 
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Illustration  2 

Users  of  financial  information  and  why  the  information  is  of  interest  to  them: 

1 .  Investors 

Investors  require  information  on  risk  and  return  on  investment  and  hence  an  entity's  ability  to 
pay  dividends. 

2.  Employees 

Employees  assess  an  entity's  stability  and  profitability.  They  are  interested  in  their  employer's 
ability  to  provide  remuneration,  employment  opportunities  and  retirement  and  other  benefits. 

3.  Lenders 

Lenders  assess  whether  an  entity  is  able  to  repay  loans  and  its  ability  to  pay  the  related 
interest  when  it  falls  due. 

4.  Suppliers  and  other  trade  payables 

Suppliers  assess  the  likelihood  of  an  entity  being  able  to  pay  them  as  amounts  fall  due. 

5.  Customers 

Customers  assess  whether  an  entity  will  continue  in  existence.  This  is  especially  important 
where  customers  have  a  long-term  involvement  with,  or  are  dependent  on,  an  entity,  for 
example  where  product  warranties  exist  or  where  specialist  parts  may  be  needed. 

6.  Governments  and  their  agencies 

Government  bodies  assess  the  general  allocation  of  resources  and  therefore  activities  of 
entities.  In  addition  information  is  needed  to  determine  future  taxation  policy  and  to  provide 
national  statistics. 

7.  The  public 

The  financial  statements  provide  the  public  with  information  on  trends  and  recent 
developments.  This  may  be  of  particular  importance  where  an  entity  makes  a  substantial 
contribution  to  a  local  economy  by  providing  employment  and  using  local  suppliers. 


9.2  Accountability  of  management 

Management  is  accountable  for  the  safekeeping  of  the  entity's  resources  and  for  their  proper, 
efficient  and  profitable  use.  Shareholders  are  interested  in  information  that  helps  them  to 
assess  how  effectively  management  has  fulfilled  this  role,  as  this  is  relevant  to  the  decisions 
concerning  their  investment  and  the  reappointment  or  replacement  of  management. 

Financial  reporting  helps  management  to  meet  its  need  to  be  accountable  to  shareholders 
and  also  to  other  stakeholders  such  as  employees  or  lenders,  by  providing  information  that  is 
useful  to  the  users  in  making  economic  decisions. 

9.3  Financial  position,  performance  and  changes  in  financial  position 

All  economic  decisions  should  be  based  on  an  evaluation  of  an  entity's  ability  to  generate 
cash  and  the  timing  and  certainty  of  its  generation.  Information  about  the  entity's  financial 
position,  performance  and  changes  in  its  financial  position  provides  information  to  support 
such  decisions.  [Framework  12] 

Information  about  an  entity's  financial  position  is  provided  in  a  statement  of  financial  position, 
previously  known  as  a  balance  sheet,  as  outlined  in  Chapter  3. 
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Profit  is  used  as  the  measure  of  financial  performance.  Information  on  an  entity's  financial 
performance  is  provided  by  the  statement  of  comprehensive  income,  previously  known  as  the 
income  statement. 

Cash  flow  information  provides  an  assessment  of  changes  in  an  entity's  financial  position  and 
is  largely  free  from  the  more  judgemental  issues  that  arise  when  items  are  included  in  the 
statement  of  financial  position  or  statement  of  comprehensive  income. 

9.4  Underlying  assumptions 

There  are  two  fundamentally  important  assumptions  on  which  financial  statements  are  based, 
being  the  accrual  basis  of  accounting  and  the  going  concern  basis.  Both  of  these  are 
discussed  in  IAS  1.  However,  the  fundamental  principle  of  the  accrual  basis  of  accounting  is 
that  transactions  are  recorded  in  the  financial  statements  when  they  occur,  not  when  the 
related  cash  flows  into  or  out  of  the  entity  occur.  [Framework  22] 

Under  the  going  concern  basis,  financial  statements  are  prepared  on  the  assumption  that  an 
entity  will  continue  in  operation  for  the  foreseeable  future.  This  basis  is  important,  for 
example,  in  the  assessment  of  the  recoverability  of  a  non-current  asset,  which  is  expected  to 
generate  benefits  in  the  ongoing  business  even  if  its  resale  value  is  minimal.  [Framework  23] 

9.5  Qualitative  characteristics  of  financial  statements 

In  deciding  which  information  to  include  in  financial  statements,  when  to  include  it  and  how  to 
present  it,  the  aim  is  to  ensure  that  the  information  is  useful  to  users  of  the  financial 
statements  in  making  economic  decisions.  The  attributes  that  make  information  useful  are 
known  as  qualitative  characteristics  and  are  described  in  terms  of  understandability, 
relevance,  reliability  and  comparability  in  the  context  of  the  preparation  of  financial 
statements.  [Framework  24] 

9.5.1  Understandability 

Information  in  financial  statements  should  be  understandable  to  users.  This  will,  in  part, 
depend  on  the  way  in  which  information  is  presented. 

Financial  statements  cannot  realistically  be  understandable  to  everyone,  and  therefore  it  is 
assumed  that  users  have: 

•  a  reasonable  knowledge  of  business  and  accounting;  and 

•  a  willingness  to  study  with  reasonable  diligence  the  information  provided. 

9.5.2  Relevance 

Information  is  relevant  if  it  has  the  ability  to  influence  the  economic  decisions  of  users  and  is 
provided  in  time  to  influence  those  decisions.  Relevance  has  two  characteristics:  a  predictive 
value  and  a  confirmatory  value.  Users  can  make  a  reasoned  evaluation  of  how  management 
might  react  to  certain  future  events,  whilst  information  about  past  events  will  help  them  to 
confirm  or  adjust  their  previous  assessments. 

Information  about  an  entity's  financial  position  and  past  performance  is  often  used  as  the 
basis  for  making  predictions  about  its  future  performance.  It  is  therefore  important  how 
information  is  presented.  For  example,  unusual  and  infrequent  items  of  income  and  expense 
should  be  disclosed  separately. 

9.5.3  Reliability 

Information  may  be  relevant,  but  unless  it  is  reliable  as  well  it  is  of  little  use.  Information  is 
considered  to  be  reliable  if  it  does  not  contain  substantial  errors  that  would  affect  the 
economic  decisions  of  users  and  if  it  represents  faithfully  the  entity's  transactions. 
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Faithful  representation  requires  that  transactions  are  accounted  for,  and  presented  in 
accordance  with,  their  substance  and  economic  reality,  even  where  this  is  different  from  their 
legal  form. 

Management  should  present  information  which  is  neutral,  i.e.  free  from  bias. 

To  be  reliable,  information  should  also  be  complete. 

9.5.4  Comparability 

For  financial  information  to  be  useful,  it  is  important  that  it  can  be  compared  with  similar 
information  of  previous  periods  or  to  that  produced  by  another  entity.  For  information  to  be 
comparable,  it  should  be  consistently  prepared;  this  can  be  achieved  by  an  entity  adopting  the 
same  accounting  policies  from  one  period  to  the  next  as  explained  in  IAS  8  Accounting 
policies,  changes  in  accounting  estimates  and  errors. 

9.6  Elements  of  financial  statements 

The  elements  included  in  the  financial  statements  are  the  building  blocks  from  which  financial 
statements  are  constructed.  These  elements  are  broad  classes  of  events  or  transactions  that 
are  grouped  according  to  their  economic  characteristics.  [Framework  47] 

9.6.1.  Definitions  of  elements 

Examples  of  elements  of  financial  statements: 


Elements 

Definition 

Comment 

Examples 

Asset 

A  resource  controlled 

An  asset  may  be 

Cash,  inventories, 

by  an  entity  "as  a 

utilised  in  a  business 

receivables, 

result  of  past  events 

in  a  number  of  ways, 

prepayments,  plant, 

and  from  which 

but  all  will  lead  to  the 

property  and 

future 

generation  of  future 

equipment. 

economic  benefits 

economic  benefits 

are  expected  to  flow" 

(i.e.  a  contribution  to 

to  the  entity 

cash  flowing  to  the 
entity). 

Liability 

A  present  obligation 

A  liability  exists 

Trade  payables, 

of  the  entity  "arising 

where  an  entity  has  a 

unpaid  taxes  and 

from  past  events,  the 

present  obligation. 

outstanding  loans. 

settlement  of  which  is 

An  obligation  is 

expected  to  result  in 

simply  a  duty  or 

an  outflow"  of  an 

responsibility  to 

entity's  resources 

perform  in  a  certain 
way. 

It  is  important  to 
make  a  clear 
distinction  between  a 
present  obligation 
and  a  future 
commitment. 

Equity 

The  residual  interest 

Equity  =  ownership 

Share  capital, 

in  an  entity's  assets 

interest  =  net  assets 

retained  earnings, 

after  deducting  all  its 

(i.e.  share  capital  and 

revaluation  reserve 

liabilities 

reserves) 

and  other  reserves. 
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Income 

Increases  in 

Income  comprises 

Revenue, 

economic  benefits 

both  revenue  and 

revaluations,  profit  on 

not  resulting  from 

gains.  Revenue 

the  sale  of  a  non- 

contributions  made 

arises  from  an 

current  asset  and 

by  equity  holders 

entity's  normal 

interest  received  on 

operating  activities. 

investments. 

Gains  are  increases 

in  economic  benefits 

as  is  revenue  and 

therefore  are  not 

separately  identified 

within  the 

Framework. 

Expenses 

Decreases  in 

Expenses  include 

Material  and  labour 

economic  benefits 

losses,  for  example 

costs,  depreciation, 

not  resulting  from 

write-downs  of  non- 

interest  paid  on  loans 

distributions  to  equity 

current  assets. 

and  a  write-down  of 

holders 

an  asset. 

9.6.2  Recognition  of  elements  in  financial  statements 

An  item  is  classed  as  'recognised'  when  it  is  included  in  the  financial  statements.  [Framework 
82] 

An  item  should  be  recognised  if  it  is  probable  that  there  will  be  an  inflow  or  outflow  of 
economic  benefits  associated  with  the  asset  or  liability,  and  the  asset  or  liability  can  be 
measured  reliably.  [Framework  83] 

The  assessment  of  the  outcome  of  an  event  as  being  probable  is  linked  with  the  uncertainty 
of  the  business  environment  in  which  an  entity  operates.  There  is  no  precise  point  that  can  be 
identified  at  which  an  event  is  assessed  as  being  probable.  An  entity  is  instead  required  to 
make  an  assessment  based  on  the  facts  at  the  time  of  the  preparation  of  the  financial 
statements. 

An  item  to  be  recognised  in  the  financial  statements  needs  to  be  capable  of  reliable 
measurement;  however,  this  does  not  mean  that  the  amount  must  be  certain,  as  the  use  of 
estimates  is  permitted. 

Revenue  should  be  earned  before  it  is  recognised  in  the  statement  of  comprehensive  income. 
Revenue  is  earned  as  increases  in  assets  and  decreases  in  liabilities  are  recognised  from  an 
entity's  activities. 

Expenses  are  recognised  when  there  is  a  decrease  in  an  asset  or  an  increase  in  a  liability. 

Matching  is  a  useful  concept  that  encourages  the  review  of  all  the  aspects  of  a  transaction,  as 
it  considers  whether  an  asset  arises  when  a  liability  is  recognised  and  vice  versa.  It  is  a 
concept  that  matches  expenses  with  income. 

9.6.3  Measurement  in  financial  statements 

For  an  item  or  transaction  to  be  recognised  in  an  entity's  financial  statements  it  needs  to  be 
measured  at  a  monetary  amount.  There  are  several  different  measurement  bases  which  can 
be  used  to  recognise  items  in  the  financial  statements. 

The  measurement  bases  referred  to  in  the  Framework  and  commonly  used  in  IFRS  are: 
[Framework  99,  100] 
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•  historical  cost.  Assets  are  recorded  at  their  original  cost.  Liabilities  are  recorded  at 
their  original  amount  received  or  the  cash  expected  to  be  paid  out  to  settle  them; 

•  current  cost.  Assets  are  recorded  at  the  amount  that  would  have  to  be  paid  out  at  the 
end  of  the  reporting  period  for  an  equivalent  asset.  Liabilities  are  recorded  at  the 
value  that  they  could  be  settled  for  at  the  end  of  the  reporting  period; 

•  realisable  or  settlement  value.  Assets  are  recorded  at  the  amount  that  they  could  be 
sold  for  now  and  similarly  liabilities  are  recorded  at  the  amount  expected  to  be  paid 
out;  and 

•  present  value.  This  measurement  basis  involves  discounting  future  cash  flows  to  take 
account  of  the  time  value  of  money. 

Although  the  Framework  includes  an  explanation  of  the  different  measurement  options,  IFRS 
are  primarily  based  on  historical  cost. 


1 0  Chapter  Review 


This  chapter  has  been  concerned  with  the  process  by  which  IFRS  are  set,  thus  providing 
useful  background  information  for  understanding  the  purpose  and  role  of  accounting 
standards. 

The  Framework  is  an  essential  element  to  understanding  the  chapters  in  this  manual.  It  deals 
with  the  purposes  and  role  of  financial  reporting. 

In  summary,  this  chapter  has  covered: 

•  the  International  Financial  Reporting  Standard  setting  process; 

•  the  content  of  the  Preface  to  international  financial  reporting  standards;  and 

•  the  content  of  the  Framework  for  the  preparation  and  presentation  of  financial 
statements  in  particular  looking  at: 

o  the  information  needs  of  different  users  of  financial  statements; 

o  the  qualitative  characteristics  of  financial  information; 

o  the  elements  of  financial  statements;  and 

o  recognition  criteria  of  the  elements  in  financial  statements. 
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1 1  Self  Test  Questions 
Chapter  2 

1 .  Which  ONE  of  the  following  statements  best  describes  the  term  'liability'? 

A  An  excess  of  equity  over  current  assets 

B  Resources  to  meet  financial  commitments  as  they  fall  due 

C  The  residual  interest  in  the  assets  of  the  entity  after  deducting  all  its 

liabilities 
D  A  present  obligation  of  the  entity  arising  from  past  events 


Are  the  following  statements  regarding  the  term  'profit'  true  or  false? 

(1)  Profit  is  any  amount  over  and  above  that  required  to  maintain  the 
capital  at  the  beginning  of  the  period. 

(2)  Profit  is  the  residual  amount  that  remains  after  expenses  have  been 
deducted  from  income. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

Which  ONE  of  the  following  statements  best  describes  the  term  'financial 
position'? 

A  The  net  income  and  expenses  of  an  entity 

B  The  net  of  financial  assets  less  liabilities  of  an  entity 

C  The  potential  to  contribute  to  the  flow  of  cash  and  cash  equivalents  to 

the  entity 
D  The  assets,  liabilities  and  equity  of  an  entity 


Which  ONE  of  the  following  statements  best  describes  the  term  'going 
concern'? 

A  When  current  liabilities  of  an  entity  exceed  current  assets 

B  The  ability  of  the  entity  to  continue  in  operation  for  the  foreseeable 

future 
C  The  potential  to  contribute  to  the  flow  of  cash  and  cash  equivalents  to 

the  entity 
D  The  expenses  of  an  entity  exceed  its  income 
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Which  ONE  of  the  following  terms  best  describes  the  relationship  of  the 
assets,  liabilities  and  equity  of  an  entity? 

A  Financial  performance 

B  Financial  position 

C  Future  economic  benefit 

D  Obligation 


Which  ONE  of  the  following  terms  best  describes  assets  recorded  at  the 
amount  that  represents  the  immediate  purchase  cost  of  an  equivalent  asset? 

A  Historical  cost 

B  Realisable  value 

C  Present  value 

D  Current  cost 


7.  Which  ONE  of  the  following  is  true  of  the  qualitative  characteristic  of 

'understandability'  in  relation  to  information  in  financial  statements? 

A  Users  should  be  willing  to  study  the  information  with  reasonable 

diligence 
B  Users  are  expected  to  have  significant  business  knowledge 

C  Financial  statements  should  exclude  complex  matters 

D  Financial  statements  should  be  fee  from  material  error 


Which  ONE  of  the  following  terms  best  describes  information  in  financial 
statements  that  is  neutral? 

A  Understandable 

B  Reliable 

C  Relevant 

D  Unbiased 


Which  ONE  of  the  following  terms  best  describes  the  amount  of  cash  or  cash 
equivalents  that  could  currently  be  obtained  by  selling  an  asset  in  an  orderly 
disposal? 

A  Fair  value 

B  Realisable  value 

C  Residual  value 

D  Value  in  use 
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10.        Which  ONE  of  the  following  terms  best  describes  financial  statements  whose 
basis  of  accounting  recognises  transactions  and  other  events  when  they 
occur? 

A  Accrual  basis  of  accounting 

B  Going  concern  basis  of  accounting 

C  Cash  basis  of  accounting 

D  Invoice  basis  of  accounting 


1 1 .        Which  ONE  of  the  following  is  the  best  description  of  'reliability'  in  relation  to 
information  in  financial  statements? 

A  Influence  on  the  economic  decisions  of  users 

B  Inclusion  of  a  degree  of  caution 

C  Freedom  from  material  error 

D  Comprehensibility  to  users 


12.        Which  ONE  of  the  following  terms  best  describes  information  that  influences 
the  economic  decisions  of  users? 

A  Reliable 

B  Prospective 

C  Relevant 

D  Understandable 


13.        Are  the  following  statements  regarding  'recognition'  true  or  false? 

(1)  Recognition  is  the  process  of  incorporating  in  the  financial  statements 
an  item  that  meets  the  definition  of  an  element. 

(2)  Recognition  is  the  process  of  determining  the  amounts  at  which 
elements  of  the  financial  statements  are  to  be  recognised. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


14.        According  to  the  IASB  Framework  for  the  preparation  and  presentation  of 

financial  statements,  which  TWO  of  the  following  are  examples  of 'expenses'? 

A  A  loss  on  the  disposal  of  a  non-current  asset 

B  A  decrease  in  equity  arising  from  a  distribution  to  equity  participants 

C  A  decrease  in  economic  benefits  during  the  accounting  period 

D  A  reduction  in  income  for  the  accounting  period 
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15.        IFRSs  approved  by  the  IASB  include  paragraphs  in  bold  type  and  plain  text. 

In  relation  to  the  IFRS  paragraphs  in  bold  type,  are  the  following  statements 
true  or  false? 

(1)  Bold-type  paragraphs  should  be  given  greater  authority  than  the 
paragraphs  in  plain  text. 

(2)  Bold-type  paragraphs  indicate  the  main  principles  of  the  standard. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


16.        Financial  statements  include  a  statement  of  financial  position,  a  statement  of 
comprehensive  income  and  a  statement  of  changes  in  equity. 

According  to  the  Preface  to  international  financial  reporting  standards,  which 
TWO  of  the  following  are  also  included  within  the  financial  statements? 

A  A  statement  of  cash  flows 

B  Accounting  policies 

C  An  auditor's  report 

D  A  directors'  report 


17.  As  regards  the  relationship  between  IFRSs  and  the  Framework  for  the 
preparation  and  presentation  of  financial  statements,  are  the  following 
statements  true  or  false? 

(1)  The  Framework  is  a  reporting  standard. 

(2)  In  cases  of  conflict,  the  requirements  of  the  Framework  prevail  over 
those  of  the  relevant  IFRS. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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18.        Which  TWO  of  the  following  are  listed  in  the  IASB  Framework  as  'underlying 
assumptions'  regarding  financial  statements? 

A  The  financial  statements  are  reliable 

B  Any  changes  of  accounting  policy  are  neutral 

C  The  financial  statements  are  prepared  under  the  accrual  basis 

D  The  entity  can  be  viewed  as  a  going  concern 


19.        Which  TWO  of  the  following  statements  concerning  the  provisions  of  the  IASB 
Framework  are  correct? 

A  The  Framework  provides  that  transactions  must  be  accounted  for  in 

accordance  with  their  legal  form 
B  Primary  responsibility  for  the  preparation  and  presentation  of  the 

financial  statements  of  the  entity  rests  with  management 
C  Financial  statements  must  not  exclude  complex  matters  in  order  to 

achieve  understandability 
D  Where  any  conflict  arises  between  the  Framework  and  an  IAS,  the 

requirements  of  the  Framework  prevail 


20.  According  to  the  IASB  Framework,  which  TWO  of  the  following  characteristics 
are  described  as  principal  qualitative  characteristics  that  make  the  information 
provided  in  financial  statements  useful  to  users? 

A  Going  concern 

B  Relevance 

C  Accrual 

D  Understandability 


21 .        Which  of  the  following  statements  about  the  IASB  Framework  are  correct? 

(1 )  The  Framework  deals  with  the  qualitative  characteristics  of  financial 
statements. 

(2)  The  Framework  normally  prevails  over  International  Accounting 
Standards  where  there  is  a  conflict  between  the  two. 

(3)  The  Framework  deals  with  the  objectives  of  financial  statements. 

A  All  of  them 

B  Statement  (1)  and  Statement  (3)  only 

C  Statement  (2)  and  Statement  (3)  only 

D  Statement  (1)  and  Statement  (2)  only 
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22.        Which  TWO  of  the  following  are  roles  of  the  International  Accounting 
Standards  Committee  Foundation? 

A  Issuing  International  Financial  Reporting  Standards 

B  Determining  the  basis  of  funding  the  standard-setting  process 

C  Reviewing  broad  strategic  issues  affecting  accounting  standards 

D  Providing  technical  advice  to  other  IASB  bodies 


23.        Which  TWO  of  the  following  are  parts  of  the  'due  process'  of  the  IASB  in 
issuing  a  new  International  Financial  Reporting  Standard? 

A  Establishing  an  advisory  committee  to  give  advice 

B  Reviewing  compliance  and  enforcement  procedures 

C  Issuing  an  interpretation  as  authoritative  interim  guidance 

D  Developing  and  publishing  a  discussion  document  for  public  comment 
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Chapter  3 

PRESENTATION  OF  FINANCIAL  STATEMENTS 


1  Business  Context 

To  ensure  that  financial  statements  are  prepared  to  an  adequate  level  it  is  important  that 
entities  are  provided  with  a  basic  framework  for  the  preparation  of  their  financial  statements. 
Financial  statements  should  provide  users  with  relevant  information.  To  meet  this  requirement 
a  number  of  key  statements  have  been  identified  which  allow  users  to  assess  the  financial 
performance  and  position  of  an  entity  as  well  as  its  liquidity.  The  broad  structure  of  financial 
statements  is  standardised  so  that  this  information  is  presented  in  a  similar  manner  by  all 
entities,  allowing  meaningful  comparisons  to  be  made  across  different  entities. 

Although  a  basic  framework  has  been  identified  in  IAS  1  Presentation  of  financial  statements, 
entities  also  have  the  flexibility  to  adapt  formats  and  headings  to  present  their  information  in  a 
way  that  aids  understanding. 


2  Chapter  Objectives 

This  chapter  deals  with: 

■  the  purpose  of  financial  statements; 

■  what  makes  up  a  complete  set  of  financial  statements; 

■  the  overall  considerations  when  preparing  financial  statements;  and 

■  the  content  of  each  element  within  the  financial  statements. 
On  completion  of  this  chapter  you  should  be  able  to: 

■  identify  each  element  of  a  complete  set  of  financial  statements  and  the  items  which 
must  appear  in  each  one; 

■  demonstrate  an  understanding  of  the  key  concepts  of  fair  presentation,  going 
concern,  accrual,  consistency,  materiality,  aggregation  and  offsetting;  and 

■  demonstrate  a  knowledge  of  which  items  should  be  presented  in  each  statement  and 
which  can  be  presented  in  the  notes. 

3  Objectives,  Scope  and  Definitions  of  IAS  1 

The  purpose  of  financial  statements  is  to  provide  information  about  financial  position,  financial 
performance  and  cash  flows. 

The  objective  of  IAS  1  is  to  set  out  the  basis  for  the  presentation  of  financial  statements  and 
to  ensure  comparability  with  previous  periods  and  with  other  entities.  The  standard  identifies  a 
minimum  content  of  what  should  be  included  in  a  set  of  financial  statements  as  well  as 
guidelines  as  to  their  structure,  although  rigid  formats  are  not  prescribed.  Examples  of  the  key 
statements  are  presented  in  an  appendix  to  IAS  1 ,  but  are  clearly  identified  as  being  for 
illustrative  purposes  only. 

IAS  1  applies  to  all  general  purpose  financial  statements  prepared  and  presented  in 
accordance  with  international  standards.  [IAS  1 .2] 
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"General  purpose"  financial  statements  are  statements  that  have  been  prepared  for  use  by 
those  who  are  not  in  a  position  to  require  an  entity  to  prepare  reports  tailored  to  their  own 
information  needs.  Reports  prepared  at  the  request  of  an  entity's  management  or  bankers  are 
not  general  purpose  financial  statements,  because  they  are  prepared  specifically  to  meet  the 
needs  of  management/bankers. 

IAS  1  requires  that  the  financial  statements  should  be  presented  at  least  annually.  If,  for 
example,  the  entity  changes  its  year  end  and  therefore  reports  a  shorter  or  longer  period,  the 
entity  should  explain  why  such  a  change  has  been  made.  Where  a  shorter  or  longer  period  is 
reported,  comparative  information  will  not  be  entirely  comparable  and  it  is  important  that  this 
is  clearly  highlighted.  [IAS  1.36] 

A  revised  version  of  IAS  1  was  issued  in  2007,  although  its  adoption  is  only  mandatory  for 
accounting  periods  beginning  on  or  after  1  January  2009. 

The  main  objective  of  the  IASB  in  revising  IAS  1  was  to  aggregate  information  in  the  financial 
statements  on  the  basis  of  similar  characteristics  (i.e.  to  present  transactions  with 
shareholders  in  their  capacity  as  owners  of  the  entity  separately  from  other  transactions).  As 
part  of  the  lASB's  commitment  to  the  convergence  of  US  and  international  accounting 
standards,  the  IASB  also  adopted  a  similar  presentation  of  the  statement  of  comprehensive 
income  as  required  by  the  US  standard,  SFAS  130,  in  its  revised  standard. 

As  discussed  below,  the  revised  version  of  IAS  1  permits  a  choice  of  how  to  present 
comprehensive  income  by  using  either  a  single  statement  or  two  separate  statements.  This 
manual  has  been  written  based  on  the  approach  that  an  entity  will  present  a  single  statement 
of  comprehensive  income  rather  than  two  separate  statements. 

The  rest  of  this  chapter  is  based  on  the  2007  revised  version  of  IAS  1 . 


4  The  Complete  Set  of  Financial  Statements 

As  well  as  setting  out  what  makes  up  a  complete  set  of  financial  statements,  as  shown  below, 
IAS  1  also  highlights  items  that  have  been  identified  as  being  of  significant  importance  and 
therefore  should  be  disclosed  in  a  particular  statement,  for  example  the  statement  of  financial 
position. 
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IAS  1  requires  the  individual  components  of  the  financial  statements  to  be  presented  with 
equal  prominence  in  an  entity's  complete  set  of  financial  statements.  [IAS  1.11] 

Although  the  financial  statements  may  be  included  as  part  of  a  wider  document,  IAS  1 
requires  that  they  should  be  clearly  identified  and  distinguished  from  other  information 
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presented,  to  ensure  that  there  is  no  confusion  over  what  is  within  their  scope.  Additional 
information  is  identified  in  IAS  1  as  being  important  to  ensure  the  correct  interpretation  of 
information  presented.  Such  information  includes,  for  example,  the  name  of  the  reporting 
entity,  whether  the  financial  statements  are  for  an  individual  entity  or  a  group,  the  period 
which  the  financial  statements  cover,  the  currency  used  to  present  the  financial  statements 
and  the  level  of  rounding  used,  for  example,  thousands  or  millions.  [IAS  1 .51] 

4.1  The  statement  of  financial  position 

Although  no  prescribed  format  for  the  statement  of  financial  position  is  required  by  IAS  1,  it 
does  set  out  the  minimum  information  which  is  required  to  be  presented  in  the  statement,  as 
set  out  below:  [IAS  1 .54] 

property,  plant  and  equipment; 

investment  property; 

intangible  assets; 

financial  assets  not  disclosed  in  other  headings  below; 

investments  accounted  for  using  the  equity  method; 

biological  assets; 

inventories; 

assets/disposal  groups  classified  as  held  for  sale; 

trade  and  other  receivables; 

cash  and  cash  equivalents; 

liabilities  included  in  disposal  groups  classified  as  held  for  sale; 

trade  and  other  payables; 

provisions; 

financial  liabilities  not  disclosed  in  other  headings  above; 

liabilities  and  assets  for  current  tax; 

deferred  tax  liabilities  and  assets; 

non-controlling  interest,  presented  within  equity;  and 

issued  capital  and  reserves  attributable  to  owners  of  the  parent. 

The  above  information  is  considered  to  be  sufficiently  different  in  nature  or  function  to  warrant 
separate  presentation.  The  descriptions  used  and  the  ordering  of  items  may  be  amended  if  by 
doing  so  the  new  presentation  provides  more  relevant  information  to  the  users  of  the  financial 
statements.  Additional  line  items,  headings  and  subtotals  should  be  added  where  relevant  to 
the  understanding  of  the  financial  statements.  Generally  an  entity  will  separate  current  and 
non-current  assets  and  liabilities  (see  below  for  information  on  these  categorisations)  in  the 
statement  of  financial  position.  Where  this  presentation  is  followed,  IAS  1  specifically  states 
that  deferred  tax  balances  should  be  reported  as  non-current  items.  [IAS  1 .55,  1 .56] 

Further  sub-classifications  of  headings  should  be  presented  either  in  the  statement  of 
financial  position  or  within  the  notes  and  are  generally  necessary  to  meet  the  requirements  of 
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other  standards.  For  example,  IAS  16  Property,  plant  and  equipment  requires  information  to 
be  disaggregated  into  classes  of  assets,  for  example  freehold  buildings,  plant  and  machinery 
and  office  equipment. 

IAS  1  also  requires  that  specific  information  is  presented  in  relation  to  the  share  capital  of  the 
entity.  These  disclosures  include  identifying:  [IAS  1.79] 

■  the  number  of  shares  authorised; 

■  the  number  of  shares  issued  and  fully  paid,  and  issued  but  not  fully  paid;  and 

■  the  par  (nominal)  value  per  share,  or  that  the  shares  have  no  par  value. 

In  addition,  a  full  reconciliation  of  the  movement  during  the  year  in  the  number  of  shares 
outstanding  is  required,  specifying  any  rights,  preferences  and  restrictions  attaching  to  the 
shares.  Disclosure  should  also  be  made  of  any  shares  in  the  entity,  held  by  the  entity  or  by  its 
subsidiaries  or  associates  and  any  shares  reserved  for  issue  under  options  and  contracts  for 
the  sale  of  shares. 

Where  an  entity  does  not  have  share  capital,  equivalent  information  should  be  disclosed. 

An  illustrative  statement  of  financial  position  is  set  out  in  the  Guidance  accompanying  the 
standard. 

4.2  The  statement  of  comprehensive  income 

IAS  1  states  that,  as  a  minimum,  the  following  information  is  required  to  be  presented  in  the 
statement  of  comprehensive  income  for  the  period:  [IAS  1 .82,  1 .83] 

revenue; 

finance  costs; 

share  of  the  profit  or  loss  of  associates  and  joint  ventures  accounted  for  using  the 
equity  method; 

tax  expense; 

an  aggregate  figure  for  the  profit  or  loss  of  discontinued  operations  and  the  gain  or 
loss  in  relation  to  the  remeasurement,  or  disposal,  of  discontinued  operations; 

profit  or  loss; 

share  of  other  comprehensive  income  of  associates  and  joint  ventures  accounted  for 
using  the  equity  method; 

each  component  of  other  comprehensive  income  classified  by  nature; 

total  comprehensive  income; 

the  profit  or  loss  attributable  to  non-controlling  interest  and  that  attributable  to  owners 
of  the  parent;  and 

the  total  comprehensive  income  attributable  to  non-controlling  interest  and  that 
attributable  to  owners  of  the  parent. 

Other  comprehensive  income  comprises  items  of  income  and  expense  which  are  not  required 
by  other  IFRS  to  be  recognised  in  profit  or  loss.  Examples  are  changes  in  revaluation  surplus 
measured  in  accordance  with  IAS  16  or  IAS  38  Intangible  assets,  actuarial  gains  and  losses 
on  defined  benefit  plans  measured  in  accordance  with  IAS  19  Employee  benefits  and  gains 
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and  losses  on  remeasuring  available-for-sale  financial  assets  in  accordance  with  IAS  39 
Financial  instruments:  recognition  and  measurement.  [IAS  1.7] 

IAS  1  permits  a  choice  as  to  how  to  present  comprehensive  income:  [IAS  1 .81] 

■  in  a  single  statement  of  comprehensive  income;  or 

■  in  two  statements:  an  income  statement  (which  includes  only  those  items  which  are 
required  to  be  recognised  in  profit  or  loss)  and  a  statement  of  comprehensive  income 
(which  begins  with  the  profit  or  loss  per  the  income  statement  and  then  displays  the 
components  of  other  comprehensive  income). 

As  explained  above  for  the  presentation  of  the  statement  of  financial  position,  additional  line 
items,  headings,  sub-classifications  and  subtotals  should  be  added  where  relevant  to  the 
understanding  of  the  financial  statements.  If  an  item  of  income  or  expenditure  is  important  to 
the  fundamental  understanding  of  the  performance  of  the  entity  during  the  period,  this  item 
should  be  disclosed  separately.  Examples  of  such  items  include  a  significant  write  down  (a 
loss  in  value)  of  property,  disposals  of  investments  or  where  the  entity  has  discontinued  some 
of  its  operations  during  the  period.  [IAS  1 .97] 

Entities  are  required  to  present  an  analysis  of  expenses  recognised  in  profit  or  loss,  but  IAS  1 
permits  a  choice  as  to  how  the  expenses  are  classified.  The  classification  should  be  based 
either  on  the  nature  of  expenses,  highlighting  the  main  types  of  expenditure  incurred,  for 
example  staff  costs  and  raw  materials,  or  on  the  function  of  expenses.  The  latter  classification 
presents  expenses  under  headings  such  as  cost  of  sales  or  administration  costs;  this 
classification  generally  requires  considerable  judgement  to  ensure  that  allocations  of  the 
expenditure  are  appropriate.  [IAS  1 .99] 

Illustrative  statements  of  comprehensive  income  in  the  single  and  two  statement  formats  are 
set  out  in  the  Guidance  accompanying  the  standard. 

4.3  Current/non-current  distinction 

IAS  1  requires  that  both  assets  and  liabilities  should  be  classified  separately  as  current  and 
non-current.  For  most  businesses  it  will  be  appropriate  to  identify  this  classification  with 
reference  to  their  operating  cycle.  This  separate  classification  identifies  how  an  item  will  be 
utilised  within  a  business.  For  example,  a  motor  dealer  sells  motor  vehicles,  whereas  another 
business  may  hold  such  assets  for  use  by  the  directors  over  a  number  of  years.  [IAS  1 .60] 

The  operating  cycle  of  a  business  is  the  period  between  the  commencement  of  work  on 
behalf  of  a  customer  and  the  receipt  of  the  final  payment  against  outstanding  invoices.  For  a 
manufacturing  entity  the  operating  cycle  begins  with  the  purchase  of  raw  materials,  spans  the 
work  in  progress,  finished  goods  and  delivery  stages  and  finishes  when  the  payment  is 
received.  For  some  businesses  this  may  be  a  relatively  short  period,  while  in  others  it  may  not 
be  possible  to  identify  clearly  when  the  cycle  starts  and  finishes;  in  these  circumstances  it  is 
taken  to  be  twelve  months.  That  is  not  to  say  that  an  operating  cycle  cannot  be  more  than 
twelve  months  in  length;  for  contractors  working  on  large  construction  projects,  such  as 
Terminal  5  at  London's  Heathrow  Airport,  the  operating  cycle  may  be  much  longer. 

IAS  1  sets  out  four  criteria  which  identify  when  an  entity  should  classify  an  asset  as  current. 
Items  falling  outside  these  criteria  should  be  classified  as  non-current.  The  criteria  are  that  the 
entity  expects  to  use  or  sell  the  asset  in  its  normal  operating  cycle,  it  holds  the  asset  primarily 
for  trading  rather  than  long-term  usage  within  the  business,  it  expects  to  realise  the  asset,  for 
example  sell  it  for  cash,  within  twelve  months  after  the  reporting  period  or  the  asset  is  cash  or 
a  cash  equivalent  to  which  the  entity  has  access  within  twelve  months  after  the  reporting 
period.  So  the  motor  vehicles  held  by  the  motor  dealer  should  be  classed  as  current  assets 
whereas  the  vehicles  used  by  the  directors  should  be  classed  as  non-current  assets. 
[IAS  1 .66] 
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There  are  very  similar  criteria  for  identifying  a  current  liability,  for  example,  the  entity  expects 
to  settle  the  liability  within  its  normal  operating  cycle,  it  holds  the  liability  primarily  for  trading 
purposes,  the  liability  is  due  to  be  settled  within  twelve  months  after  the  reporting  period  or 
the  entity  has  no  unconditional  rights  to  defer  payment  for  at  least  twelve  months  after  the 
reporting  period.  [IAS  1.69] 

An  entity  is  required  to  disclose  amounts  expected  to  be  recovered  or  settled  after  more  than 
twelve  months  for  each  asset  and  liability  line  item.  [IAS  1 .61] 


Illustration  1 

An  entity  supplies  seasoned  timber  to  furniture  manufacturers.  The  operating  cycle  is  clearly 
defined  and  timber  is  matured  over  a  three  to  five  year  period. 

The  cost  of  the  timber  inventories  would  be  classified  as  a  current  asset  as  they  are  realised 
within  the  normal  operating  cycle.  The  entity  should  disclose  the  amount  of  inventories  to  be 
realised  more  than  twelve  months  after  the  reporting  period,  to  assist  users  in  assessing  its 
liquidity  and  solvency. 


4.4  The  statement  of  changes  in  equity 

The  statement  of  changes  in  equity  should  include:  [IAS  1 .106] 

■  total  comprehensive  income  for  the  period,  showing  separately  the  amounts  due  to 
owners  of  the  parent  and  to  non-controlling  interests; 

■  for  each  component  of  equity  the  effect  of  any  change  in  accounting  policy  or  of  any 
correction  of  errors; 

■  for  each  component  of  equity  a  reconciliation  of  the  carrying  amount  at  the  beginning 
and  the  end  of  the  period,  separately  disclosing  changes  resulting  from: 

o     profit  or  loss; 

o     each  item  of  other  comprehensive  income;  and 

o     transactions  with  owners  in  their  capacity  as  owners,  showing  separately 

contributions  by  them  (e.g.  an  issue  of  shares  for  cash)  and  distributions  to 

them  (e.g.  dividends  paid). 

In  addition,  information  should  be  disclosed  either  in  the  statement  of  changes  in  equity  or  in 
the  notes,  in  respect  of  the  amount  of  dividends  recognised  in  the  period  and  the  related 
amount  per  share.  [IAS  1 .1 07] 

An  illustrative  statement  of  changes  in  equity  is  included  in  the  Guidance  accompanying  the 
standard. 

4.5  The  statement  of  cash  flows 

Cash  flow  information  provides  users  of  the  financial  statements  with  information  to  assess  an 
entity's  ability  to  generate  cash  and  how  it  utilises  the  cash  in  its  operations.  Requirements  for 
the  preparation  of  a  statement  of  cash  flows  are  set  out  in  IAS  7  Statement  of  cash  flows. 

4.6  Notes 

The  notes  provide  additional  relevant  information  to  ensure  that  users  fully  understand  the 
financial  statements  of  an  entity.  Notes  can  be  in  a  number  of  forms,  for  example  narrative 
disclosures,  disaggregation  of  information  presented  elsewhere  in  the  financial  statements  or 
additional  information  which  has  not  been  presented  elsewhere  in  the  financial  statements  but 


THE  INSTITUTE 

of  chartered  Chapter  3  -  Presentation  of  Financial  Statements 

ACCOUNTANTS  p  4Q 

IN  ENGLAND  AND  WALES  ° 


is  relevant  to  the  understanding  of  any  of  them.  [IAS  1.112] 

The  notes  should  present  information  about  the  basis  of  preparation  of  the  financial 
statements  and  set  out  the  specific  accounting  policies  followed  and  judgements  made  by 
management  in  applying  them.  In  addition,  information  should  be  provided  on  the  key 
assumptions  made  by  management  concerning  the  future  and  the  uncertainty  of  estimates 
that  have  been  made,  which  may  lead  to  significant  adjustments  having  to  be  made  in  the 
next  financial  year.  In  such  circumstances  information  should  be  provided  on  the  nature  of 
these  items  and  their  carrying  amount  at  the  end  of  the  reporting  period.  The  notes  should  be 
presented  in  a  systematic  order,  for  example  following  the  order  in  which  items  are  presented 
elsewhere  in  the  financial  statements,  and  there  should  be  full  cross  referencing  between  the 
individual  statements  and  the  notes. 

Specific  information  should  be  included  in  the  notes  about  the  overall  entity,  for  example  the 
country  of  incorporation,  domicile,  the  legal  form  of  the  entity  and  its  registered  address.  A 
description  of  the  nature  of  the  entity's  operations  and  its  principal  activities  along  with  the 
name  of  its  parent  and,  where  appropriate,  the  ultimate  parent  of  the  group  should  be 
provided.  Information  should  also  be  provided  on  dividends  that  were  proposed  or  declared 
before  the  financial  statements  were  authorised  for  issue  but  have  not  been  recognised  as  a 
distribution  in  the  period,  with  disclosure  of  the  related  amount  per  share  and  the  amount  of 
any  cumulative  preference  dividend  not  recognised.  [IAS  1.137,  1.138] 


5  Overall  Considerations 

Much  of  the  material  covered  in  the  rest  of  this  chapter  on  IAS  1  details  the  specific 
application  within  financial  statements  of  the  general  principles  dealt  with  in  the  IASB 
Framework. 

5.1  Fair  presentation  and  compliance  with  IFRS 

IAS  1  requires  that  the  financial  statements  should  present  fairly  the  financial  position, 
financial  performance  and  cash  flows  of  the  entity. 

Fair  presentation  is  defined  as  representing  faithfully  the  effects  of  transactions,  other  events, 
and  conditions  in  accordance  with  the  definitions  and  recognition  criteria  in  the  IASB 
Framework.  Under  IAS  1  application  of  international  standards  along  with  any  relevant 
interpretations  and  disclosures  is  presumed  to  result  in  a  fair  presentation.  [IAS  1.15] 

To  achieve  fair  presentation  in  a  set  of  financial  statements  an  entity  should  also  select  and 
apply  the  most  appropriate  accounting  policies  in  accordance  with  IAS  8  Accounting  policies, 
changes  in  accounting  estimates  and  errors.  An  entity  cannot  simply  rectify  the  inappropriate 
use  of  accounting  policies  through  disclosure.  [IAS  1.18] 

If  a  set  of  financial  statements  complies  with  International  Financial  Reporting  Standards 
(IFRS),  then  those  financial  statements  should  include  an  explicit  and  unreserved  statement 
to  that  effect.  Such  disclosure  can  only  be  made  when  the  financial  statements  comply  with  all 
IFRS  requirements;  management  is  not  permitted  to  cherry  pick  requirements.  [IAS  1.16] 

IAS  1  sets  out  procedures  to  be  followed  when  management  concludes  that  compliance  with 
an  IFRS  would  be  so  misleading  as  to  conflict  with  the  objectives  of  the  financial  statements 
as  set  out  in  the  IASB  Framework.  It  is  thought  that  in  practice  such  circumstances  are  likely 
to  be  extremely  rare.  If,  however,  such  circumstances  did  exist,  then  management  should 
depart  from  the  particular  requirement,  provided  that  to  do  so  would  not  be  inconsistent  with 
the  regulatory  framework  in  which  the  entity  operates.  If  there  has  been  a  departure  from  an 
international  standard,  then  this  should  be  fully  explained,  setting  out  the  circumstances  that 
led  to  the  departure,  quantifying  the  effect  on  all  periods  reported  and  stating  specifically  what 
the  departure  is.  Disclosure  is  also  required  if  a  departure  arose  in  the  previous  period  but  still 
affects  the  financial  statements  of  the  current  period.  [IAS  1.19-21] 
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5.2  Offsetting 

Assets  and  liabilities  should  not  be  offset  against  each  other  unless  this  is  specifically 
required  or  permitted  by  a  standard.  This  is  because  the  offsetting  or  netting  of  items  is 
assumed  to  make  it  more  difficult  for  the  users  of  financial  statements  to  understand  past 
transactions  and  assess  future  cash  flows.  [IAS  1 .32] 

5.3  Other  considerations 

In  order  for  financial  statements  to  be  comparable,  certain  overall  considerations  need  to  be 
followed  in  the  preparation  of  the  financial  statements,  as  set  out  below. 

5.3.1  Going  concern 

When  preparing  a  set  of  financial  statements  management  should  assume,  unless  there  are 
specific  reasons  to  believe  otherwise,  that  the  business  will  continue  to  operate  for  the 
foreseeable  future.  This  is  known  as  the  going  concern  concept.  This  is  particularly  relevant 
when  management  make  estimates  about  the  expected  outcome  of  events,  such  as  the 
recoverability  of  trade  receivables  and  the  useful  lives  of  non-current  assets.  [IAS  1 .25] 

5.3.2  Accrual  concept 

Financial  statements  should  be  prepared  by  applying  the  accrual  concept.  In  its  simplest  form 
the  accrual  concept  means  that  assets  are  recognised  when  they  are  receivable  rather  than 
when  physically  received,  and  liabilities  are  recognised  when  they  are  payable  rather  than 
when  actually  paid.  This  is  not  relevant  for  the  preparation  of  the  statement  of  cash  flows 
which  is  based  purely  on  cash  flows.  [IAS  1 .27] 

5.3.3  Consistency  of  presentation 

To  aid  comparability  of  financial  statements  year  on  year  and  across  different  entities  it  is 
important  that  a  consistent  presentation  and  classification  of  items  is  followed.  The 
presentation  should  only  be  changed  where  a  new  or  revised  standard  requires  such  a 
change  or  where  there  has  been  a  significant  change  in  the  nature  of  the  entity's  operations 
and  a  new  presentation  would  therefore  be  more  appropriate.  [IAS  1 .45] 

5.3.4  Materiality  and  aggregation 

IAS  1  requires  that  items  that  are  of  importance  to  the  users  of  the  financial  statements  in 
making  economic  decisions  should  be  separately  identified  within  the  financial  statements. 
Such  items  are  defined  as  being  "material".  In  assessing  whether  items  are  considered  to  be 
material,  the  entity  should  consider  both  the  nature  and  size  of  the  item.  For  example,  the 
purchase  of  large  tangible  assets  may  be  common  for  a  particular  entity,  and  therefore  it 
would  generally  be  appropriate  to  aggregate  such  items  together  as  the  purchase  of  plant. 
However,  a  fairly  small  transaction  with  a  director  may  be  considered  as  important  information 
for  users  of  the  financial  statements.  [IAS  1.7,  1.29] 

5.3.5  Comparative  information 

Comparative  information  for  the  previous  period  should  be  disclosed  for  all  amounts  reported 
in  the  financial  statements  unless  a  particular  standard  does  not  require  such  information. 
This  includes  the  requirement  to  show  comparative  information  in  narrative  disclosures  where 
it  is  relevant  to  the  full  understanding  of  the  explanation.  [IAS  1.38] 

If  adjustments  to  prior  periods  have  been  made  as  a  result  of  a  change  in  accounting  policy  or 
of  correction  of  errors,  a  statement  of  financial  condition  at  the  beginning  of  the  previous 
period  should  be  presented.  [IAS  1.10] 
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5.3.6  Additional  disclosures 

A  number  of  additional  disclosures  are  required  by  IAS  1  to  ensure  that  users  of  the  financial 
statements  understand  the  basis  on  which  the  information  presented  in  the  financial 
statements  has  been  prepared.  These  additional  disclosures  which  should  be  presented 
include:  the  measurement  basis  used  in  the  preparation  of  the  financial  statements, 
judgements  that  have  been  made  in  applying  an  entity's  accounting  policies,  and  assumptions 
that  an  entity  has  made  over  the  uncertainty  of  making  estimations.  [IAS  1.117,  1.122,  1.125] 


6  Chapter  Review 

This  chapter  has  been  concerned  with  the  presentation  of  financial  statements  and  has 
covered: 

■  IAS  1's  objective,  scope,  definitions  and  disclosure  requirements; 

■  what  makes  up  a  complete  set  of  the  financial  statements; 

■  the  content  of  each  element  within  the  financial  statements;  and 

■  the  overall  considerations  that  need  to  be  addressed  in  preparing  a  set  of  financial 
statements. 
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7  Self  Test  Questions 
Chapter  3 

1 .  Are  the  following  statements  in  relation  to  materiality  true  or  false,  according 

to  IAS1  Presentation  of  financial  statements? 

(1)  Materiality  of  items  depends  on  their  individual  or  collective  influence 
on  the  economic  decisions  of  users. 

(2)  Materiality  of  an  item  depends  on  its  absolute  size  and  nature. 


Statement 

(V 

Statement  (2) 

A      False 

False 

B      False 

True 

C      True 

False 

D      True 

True 

According  to  IAS1  Presentation  of  financial  statements,  the  notes  within  the 
financial  statements  contain  information  in  addition  to  that  presented  in  which 
TWO  of  the  following? 

A  Report  on  sustainability 

B  Chairman's  statement 

C  Statement  of  financial  position 

D  Statement  of  financial  performance 


Are  the  following  statements  true  or  false,  according  to  IAS1  Presentation  of 
financial  statements? 

(1)  Dividends  paid  should  be  recognised  in  the  statement  of 
comprehensive  income. 

(2)  A  loss  on  disposal  of  assets  should  be  recognised  in  the  statement  of 
changes  in  equity. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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Are  the  following  statements  true  or  false,  according  to  IAS1  Presentation  of 
financial  statements? 

(1)  Provisions  should  be  recognised  in  the  statement  of  financial  position. 

(2)  A  revaluation  surplus  on  non-current  assets  should  be  recognised  in 
the  statement  of  changes  in  equity. 


Statement 

(V 

Statement  (2) 

A      False 

False 

B      False 

True 

C      True 

False 

D      True 

True 

According  to  IAS1  Presentation  of  financial  statements,  which  TWO  of  the 
following  must  be  included  in  an  entity's  statement  of  financial  position? 

A  Investment  property 

B  Number  of  shares  authorised 

C  Provisions 

D  Shares  in  an  entity  owned  by  that  entity 


According  to  IAS1  Presentation  of  financial  statements,  which  TWO  of  the 
following  must  be  included  in  an  entity's  statement  of  financial  position? 

A  Cash  and  cash  equivalents 

B  Property,  plant  and  equipment  analysed  by  class 

C  Share  capital  and  reserves  analysed  by  class 

D  Deferred  tax 


7.  Which  TWO  of  the  following  are  included  in  a  complete  set  of  financial 

statements,  according  to  IAS1  Presentation  of  financial  statements? 

A  A  statement  by  the  board  of  directors  of  compliance  with  local 

legislation 
B  A  statement  of  changes  in  equity 

C  Summarised  statements  of  financial  position  for  the  last  five  years 

D  A  statement  of  cash  flows 
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Are  the  following  statements  true  or  false,  according  to  IAS1  Presentation  of 
financial  statements? 

(1)  Biological  assets  should  be  shown  in  the  statement  of  financial 
position. 

(2)  The  number  of  shares  authorised  for  issue  should  be  shown  in  the 
statement  of  financial  position  or  the  statement  of  changes  in  equity  or 
in  the  notes. 


Statement 

(V 

Statement  (2) 

A      False 

False 

B      False 

True 

C      True 

False 

D      True 

True 

Are  the  following  statements  true  or  false,  according  to  IAS1  Presentation  of 
financial  statements? 

(1)  An  entity  presenting  a  single  statement  of  comprehensive  income 
should  present  a  statement  of  changes  in  equity 

(2)  An  entity  presenting  a  separate  income  statement  and  a  statement  of 
comprehensive  income  should  present  a  statement  of  changes  in 
equity 


Statement 

(V 

Statement  (2) 

A      False 

False 

B      False 

True 

C      True 

False 

D      True 

True 

10.  In  which  section  of  the  statement  of  financial  position  should  cash  that  is 
restricted  to  the  settlement  of  a  liability  due  18  months  after  the  reporting 
period  be  presented,  according  to  IAS1  Presentation  of  financial  statements? 

(select  one  answer) 

A  Current  assets 

B  Equity 

C  Non-current  liabilities 

D  Non-current  assets 
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11.        In  which  section  of  the  statement  of  financial  position  should  employment 

taxes  that  are  due  for  settlement  in  15  months'  time  be  presented,  according 
to  IAS1  Presentation  of  financial  statements? 

(select  one  answer) 

A  Current  liabilities 

B  Current  assets 

C  Non-current  liabilities 

D  Non-current  assets 


12.        The  Oakes  Company  has  a  loan  due  for  repayment  in  six  months'  time,  but 

Oakes  has  the  option  to  refinance  for  repayment  two  years  later.  Oakes  plans 
to  refinance  this  loan. 

In  which  section  of  its  statement  of  financial  position  should  this  loan  be 
presented,  according  to  IAS1  Presentation  of  financial  statements? 

(select  one  answer) 

A  Current  liabilities 

B  Current  assets 

C  Non-current  liabilities 

D  Non-current  assets 
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Chapter  4 

ACCOUNTING  POLICIES 

1  Business  Context 

The  ability  to  compare  financial  statements  year  on  year  for  an  individual  entity  and  between 
different  entities  is  a  fundamental  process  for  investors  and  businesses  alike.  Effective 
comparisons  allow  an  entity  to  benchmark  itself  within  a  particular  sector.  Useful  comparisons 
could  not  be  undertaken  if  financial  statements  were  prepared  on  different  bases. 

It  is  also  imperative  that  companies  are  restricted  in  their  ability  to  select  different  ways  of 
treating  the  same  information  period  on  period.  Such  an  ability  would  allow  entities  to  choose 
the  most  beneficial  outcome  in  that  period. 

IAS  8  Accounting  policies,  changes  in  accounting  estimates  and  errors  provides  the 
guidelines  under  which  accounting  policies  can  be  changed,  and  therefore  represents  the 
structure  that  underpins  the  successful  comparison  of  financial  statements. 


2  Chapter  Objectives 

This  chapter  reviews  IAS  8  which  is  primarily  concerned  with  the  statement  of  comprehensive 
income. 

On  completion  of  this  chapter  you  should  be  able  to: 

understand  the  objectives  and  scope  of  IAS  8; 

interpret  the  important  terminology  and  definitions  which  relate  to  the  treatment  of 
accounting  policies,  estimates  and  errors  in  financial  statements; 

understand  the  key  principles  relating  to  the  recognition  and  measurement  of 
retrospective  and  prospective  adjustments; 

demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  8;  and 

apply  knowledge  and  understanding  of  IAS  8,  in  particular  circumstances,  through 
basic  calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  8 

The  objective  of  IAS  8  is  to  enhance  the  relevance,  reliability  and  comparability  of  financial 
statements,  and  it  should  be  applied  by  an  entity  to  select  and  apply  its  accounting  policies.  In 
addition,  IAS  8  should  be  applied  where  an  entity  changes  its  accounting  policies  or 
estimates,  and  for  the  correction  of  errors  arising  in  prior  periods. 

The  IASB  Framework  identifies  comparability  as  one  of  the  key  qualitative  characteristics  of 
financial  information.  Comparability  allows  both  the  identification  of  trends  overtime  in  relation 
to  a  single  entity  and  the  evaluation  of  comparative  performance  across  different  entities. 

To  facilitate  comparability,  it  is  important  that: 

•  different  entities  take  account  of  the  same  types  of  income  and  expenditure  in  arriving 
at  the  profit  or  loss  for  the  period; 

•  information  is  available  about  the  accounting  policies  adopted  by  different  entities; 

•  different  entities  treat  changes  in  accounting  policies  or  estimates  and  the  accounting 
for  errors  in  the  same  way;  and 

•  the  scope  for  accounting  policy  changes  is  constrained. 

Accounting  policies  are  defined  by  IAS  8  as  the  specific  principles,  bases,  conventions, 
requirements  and  practices  used  by  an  entity  in  preparing  and  presenting  its  financial 
statements.  In  summary,  accounting  policies  explain  the  way  that  an  entity  treats  items  within 
its  financial  statements. 

Accounting  standards  set  out  the  required  recognition  and  measurement  principles  that  an 
entity  should  follow  in  preparing  its  financial  statements,  and  will  often  prescribe  the 
accounting  policy  to  be  adopted.  However,  in  the  absence  of  a  standard  which  specifically 
applies,  management  will  be  required  to  use  its  judgement  in  developing  the  most  appropriate 
accounting  policies.  It  is  important  that  such  policies  should  be  based  on  the  IASB  Framework 
to  ensure  wider  comparability  of  the  financial  information  published.  Such  policies  should 
reflect  the  economic  substance  of  transactions  and  provide  relevant  information  so  that  users 
of  the  financial  statements  are  able  to  make  informed  investment  decisions.  [IAS  8.5,  8.10, 
8.11,8.12] 

IAS  8  requires  that  accounting  policies  are  applied  consistently  to  similar  transactions.  [IAS 
8.13] 
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4  Changes  in  Accounting  Policies 

An  existing  accounting  policy  should  only  be  changed  where  a  new  accounting  standard 
requires  such  a  change  or  where  the  new  policy  will  result  in  reliable  and  more  relevant 
information  being  presented.  [IAS  8.14] 

It  is  important  to  note  how  restricted  the  powers  of  management  are  in  relation  to  accounting 
policies.  Accounting  policies  should  be  based  on  the  recognition  and  measurement 
requirements  laid  down  in  international  standards.  Some  standards  provide  choices  which 
provide  management  with  more  flexibility. 

A  change  of  an  existing  accounting  policy  to  another  policy  of  equal  relevance  is  not  permitted 
on  the  grounds  that,  in  these  circumstances,  comparability  should  take  precedence. 

IAS  8  requires  changes  in  accounting  policies  to  be  accounted  for  retrospectively  except 
where  it  is  not  practicable  to  determine  the  effect  in  prior  periods.  [IAS  8.19,  8.23] 

Retrospective  application  is  where  the  financial  statements  of  the  current  period  and  each 
prior  period  presented  are  adjusted  so  that  it  appears  as  if  the  new  policy  had  always  been 
followed.  This  is  achieved  by  restating  the  profits  in  each  period  presented  and  adjusting  the 
opening  position  by  restating  retained  earnings  (i.e.  cumulative  profits  held  in  the  statement  of 
financial  position  as  part  of  equity).  [IAS  8.5] 

Where  it  is  not  practicable  to  determine  either  the  specific  effect  in  a  particular  period  or  the 
cumulative  effect  of  applying  a  new  policy  to  past  periods,  the  new  policy  should  be  applied 
from  the  earliest  date  that  it  is  practicable  to  do  so.  [IAS  8.24] 

The  reasons  for  and  effects  of  a  change  in  accounting  policy  should  be  disclosed.  [IAS  8.28, 
8.29] 

Where  a  new  standard  has  been  issued  but  an  entity  is  not  yet  required  to  implement  it  and 
the  entity  has  not  implemented  it  early,  it  should  disclose  this  fact.  The  information  provided 
should  quantify  the  effect  on  future  periods  if  this  can  be  reasonably  estimated.  This  provides 
useful  information  to  users  of  the  financial  statements  about  an  entity's  future  reported 
performance.  [IAS  8.30] 


Illustration  1 

Multi  Ltd  commenced  trading  two  years  ago,  on  1  January  2006,  and  adopted  the  accounting 
policy  then  allowed  by  IAS  23  Borrowing  costs  of  recognising  all  interest  costs  in  profit  or  loss. 
Its  draft  statement  of  financial  position  at  31  December  2007,  and  its  final  statement  of 
financial  position  for  the  previous  year  are  as  follows: 


Property,  plant  and  equipment 
Other  assets 


Share  capital 

Retained  earnings 
year  ended  2006 
year  ended  2007 

Liabilities 


2007 

2006 

CUm 

CUm 

284 

241 

899 

900 

1,183 

1,141 

100 

100 

41 

41 

42 

1,000 

1,000 

1,183 

1,141 

In  each  of  the  two  years  borrowing  costs  attributable  to  qualifying  assets  of  CU10  million  have 
been  recognised  in  profit  or  loss. 
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The  revised  IAS  23  requires  borrowing  costs  attributable  to  qualifying  assets  to  be  recognised 
as  part  of  the  cost  of  those  assets.  Multi  Ltd  has  adopted  this  standard  early  and  designated 
1  January  2006,  the  date  on  which  it  commenced  trading,  as  the  date  on  which  the  new 
standard  should  be  adopted. 

This  change  in  accounting  policy  should  be  applied  retrospectively  as  follows  (the  tax 
implications  as  a  consequence  of  this  change  and  the  potential  impact  on  depreciation  have 
been  ignored  for  the  purposes  of  this  illustration): 


Property,  plant  and  equipment  (284+10+10)  /  (241+10) 
Other  assets 


Share  capital 

Retained  earnings 
year  ended  2006  (41+10) 
year  ended  2007  (42+10) 

Liabilities 


Restated 

2007 

2006 

CUm 

CUm 

304 

251 

899 

900 

1,203 

1,151 

100 

100 

51 

51 

52 

- 

1,000 

1,000 

1,203 

1,151 
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5  Changes  in  Accounting  Estimates 

The  preparation  of  financial  statements  requires  many  estimates  to  be  made  on  the  basis  of 
the  latest  available,  reliable  information.  Key  areas  in  which  estimates  are  made  include,  for 
example,  the  recoverability  of  amounts  owed  by  customers,  the  obsolescence  of  inventories 
and  the  useful  lives  of  non-current  assets. 

As  more  up-to-date  information  becomes  available  estimates  should  be  revised  to  reflect  this 
new  information.  These  are  changes  in  estimates  and  are  not  changes  in  accounting  policies 
or  the  correction  of  errors.  [IAS  8.5] 


Illustration  2 

An  entity's  accounting  policy  is  to  recognise  assets  at  no  more  than  their  recoverable 
amounts.  Consistent  with  this  and  based  upon  experience  it  has  always  provided  in  full 
against  trade  receivables  which  have  been  outstanding  for  five  months  or  more. 

Because  the  economy  is  entering  a  period  of  recession,  it  reconsiders  the  recoverability  of  its 
receivables  and  decides  to  provide  in  full  for  amounts  outstanding  for  four  months  or  more. 

This  is  not  a  change  in  accounting  policy.  What  has  changed  is  the  level  of  the  receivables 
that  are  thought  to  be  recoverable.  This  is  a  change  in  estimate. 


By  its  very  nature  the  revision  of  an  estimate  to  take  account  of  more  up  to  date  information 
does  not  relate  to  prior  periods.  Instead  such  a  revision  is  based  on  the  latest  information 
available  and  therefore  should  be  recognised  in  the  period  in  which  that  change  arises.  The 
effect  of  a  change  in  an  accounting  estimate  should  therefore  be  recognised  prospectively, 
i.e.  by  recognising  the  change  in  the  current  and  future  periods  affected  by  the  change.  [IAS 
8.5,  8.36] 


Illustration  3 

A  machine  tool  with  an  original  cost  of  CU1 00,000,  has  an  originally  estimated  useful  life  of 
ten  years,  and  residual  value  of  nil.  The  annual  straight-line  depreciation  charge  will  be 
CU1 0,000  per  annum  and  the  carrying  amount  after  three  years  will  be  CU70,000. 

If  in  the  fourth  year  it  is  decided  that,  as  a  result  of  changes  in  market  conditions,  the 
remaining  useful  life  is  only  three  years  (so  a  total  of  six  years),  then  the  depreciation  charge 
in  that  year  (and  in  the  next  two  years)  will  be  the  carrying  amount  brought  forward  divided  by 
the  revised  remaining  useful  life,  CU70, 000/3  =  CU23,333.  There  should  be  no  change  to  the 
depreciation  charged  for  the  past  three  years. 

The  effect  of  the  change  (in  this  case  an  increase  in  the  annual  depreciation  charge  from 
CU1 0,000  to  CU23,333)  in  the  current  year,  and  the  next  two  years,  should  be  disclosed. 
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6  Prior  Period  Errors 

Financial  statements  do  not  comply  with  international  standards  if  they  contain  errors  made 
intentionally  to  achieve  a  particular  presentation  in  the  financial  statements.  A  prior  period 
error  is  where  an  error  has  occurred  even  though  reliable  information  was  available  when 
those  financial  statements  were  authorised  for  issue  and  could  reasonably  be  expected  to 
have  been  taken  into  account  at  that  time. 

Examples  of  such  errors  are: 

•  mathematical  errors; 

•  mistakes  in  applying  an  accounting  policy; 

•  oversights  or  misinterpretation  of  facts;  and 

•  fraud. 

As  such  errors  may  relate  to  a  number  of  past  periods  reported  IAS  8  requires  that  these 
errors  are  adjusted  in  those  past  periods  in  which  the  error  arose  rather  than  in  the  current 
period.  Adjustment  in  the  current  period  would  lead  to  a  distorted  result  in  the  period  in  which 
the  error  was  identified.  [IAS  8.42] 

Retrospective  restatement  corrects  the  financial  statements  as  if  the  prior  period  error  had 
never  occurred.  [IAS  8.5] 

If  it  is  impracticable  to  determine  the  effect  on  an  individual  period  of  an  error,  then  the 
adjustment  should  be  made  to  the  opening  balance  of  the  earliest  period  in  which  it  is 
possible  to  identify  such  information.  [IAS  8.43,  8.45] 

It  is  important  to  distinguish  between  prior  period  errors  and  changes  in  accounting  estimates. 
Accounting  estimates  are  best  described  as  approximations,  being  the  result  of  considering 
what  is  likely  to  happen  in  the  future,  for  example  how  many  customers  will  pay  their 
outstanding  invoices  and  the  period  over  which  non-current  assets  can  be  used  productively 
within  the  business.  By  their  very  nature  estimates  result  from  judgements  made  on  the  basis 
of  information  available  at  the  time  they  are  made,  so  they  may  need  to  be  adjusted  in  the 
future,  in  the  light  of  additional  information  becoming  available. 

Prior  period  errors,  on  the  other  hand,  result  from  discoveries  which  undermine  the  reliability 
of  the  previously  published  financial  statements,  for  example  unrecorded  income  and 
expenditure,  fictitious  inventory  or  the  incorrect  application  of  accounting  policies  such  as 
classifying  maintenance  expenses  as  part  of  the  cost  of  non-current  assets.  Prior  period 
errors  should  be  rare. 

7  Chapter  Review 

This  chapter  has  covered  IAS  8,  and  the  key  issues  covered  are: 

•  the  link  between  the  IASB  Framework's  qualitative  characteristic  of  comparability,  and 
the  objectives  of  IAS  8,  which  tries  to  ensure  comparability  between  companies; 

•  how  an  entity  should  choose  an  accounting  policy,  the  circumstances  in  which  a 
entity  may  change  an  accounting  policy  and  how  changes  in  accounting  policies  are 
accounted  for; 

•  the  distinction  between  accounting  policies  and  estimates  and  how  changes  in 
estimates  are  accounted  for; 

•  the  nature  of  prior  period  errors  and  how  they  are  accounted  for;  and 

•  the  difference  between  an  estimate  and  an  error. 
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8  Self  Test  Questions 
Chapter  4 

1.  Are  the  following  statements  in  relation  to  a  change  in  accounting  estimate 

true  or  false,  according  to  IAS8  Accounting  policies,  changes  in  accounting 
estimates  and  errors? 

(1)  Changes  in  accounting  estimates  are  accounted  for  retrospectively. 

(2)  Changes  in  accounting  estimates  result  from  new  information  or  new 
developments. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


According  to  IAS8  Accounting  policies,  changes  in  accounting  estimates  and 
errors,  which  TWO  of  the  following  statements  best  describe  'prospective 
application'? 

A  Recognising  a  change  in  accounting  estimate  in  the  current  and  future 

periods  affected  by  the  change 
B  Correcting  the  financial  statements  as  if  a  prior  period  error  had  never 

occurred 
C  Applying  a  new  accounting  policy  to  transactions  occurring  after  the 

date  at  which  the  policy  changed 
D  Applying  a  new  accounting  policy  to  transactions  as  if  that  policy  had 

always  been  applied 


According  to  IAS8  Accounting  policies,  changes  in  accounting  estimates  and 
errors,  which  ONE  of  the  following  terms  best  describes  applying  a  new 
accounting  policy  to  transactions  as  if  that  policy  had  always  been  applied? 

A  Retrospective  application 

B  Retrospective  restatement 

C  Prospective  application 

D  Prospective  restatement 
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Are  the  following  statements  true  or  false,  according  to  IAS8  Accounting 
policies,  changes  in  accounting  estimates  and  errors? 

An  entity  changes  its  accounting  policy  if 

(1)  it  is  required  to  do  so  by  law. 

(2)  the  change  will  result  in  providing  reliable  and  more  relevant 
information. 


Statement 

(1) 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

Which  TWO  of  the  following  should  be  treated  as  a  change  of  accounting 
policy  according  to  IAS8  Accounting  policies,  changes  in  accounting 
estimates  and  errors? 

A  A  new  accounting  policy  of  capitalising  development  costs  as  a  project 

has  become  eligible  for  capitalisation  for  the  first  time 
B  A  new  policy  resulting  from  the  requirements  of  a  new  IFRS 

C  To  provide  more  relevant  information,  items  of  property,  plant  and 

equipment  are  now  being  measured  at  fair  value,  whereas  they  had 

previously  been  measured  at  cost 
D  A  company  engaging  in  construction  contracts  for  the  first  time  needs 

an  accounting  policy  to  deal  with  this 


How  should  the  following  changes  be  treated,  according  to  IAS8  Accounting 
policies,  changes  in  accounting  estimates  and  errors? 

(1)  A  change  is  to  be  made  in  the  method  of  calculating  the  provision  for 
uncollectible  receivables. 

(2)  Investment  properties  are  now  measured  at  fair  value,  having 
previously  been  measured  at  cost. 

Change  (1)  Change  (2) 

A  Change  of  accounting  policy  Change  of  accounting  policy 

B  Change  of  accounting  policy  Change  of  accounting  estimate 

C  Change  of  accounting  estimate  Change  of  accounting  policy 

D  Change  of  accounting  estimate  Change  of  accounting  estimate 
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7.  During  the  year  ended  31  December  20X8  the  following  events  occurred  at 

The  Gosling  Company: 

(1)  It  was  decided  to  write  off  CU80,000  from  inventory  which  was  over  two 
years  old  as  it  was  obsolete. 

(2)  Sales  of  CU60,000  had  been  omitted  from  the  financial  statements  for 
the  year  to  31  December  20X7. 

According  to  IAS8  Accounting  policies,  changes  in  accounting  estimates  and 
errors,  how  much  should  be  shown  as  a  prior  period  adjustment  in  Gosling's 
financial  statements  for  the  year  to  31  December  20X8? 

A  CU60.000 

B  CU140.000 

C  CU80.000 

D  CU20,000 


The  draft  financial  statements  for  an  entity  for  the  year  ended  31  December 
20X7  have  been  prepared.  A  final  review  of  the  draft  reveals  an  overvaluation 
of  the  closing  inventory  of  CU200,000  at  31  December  20X6.  Further 
investigation  shows  that  there  was  an  overvaluation  at  31  December  20X5  of 
CU120.000. 

According  to  IAS8  Accounting  policies,  changes  in  accounting  estimates  and 
errors,  what  adjustment  should  be  made  to  the  profit  for  the  year  ended  31 
December  20X6  presented  as  the  comparative  figure  in  the  20X7  financial 
statements? 

A  CU120,000  decrease 

B  No  change 

C  CU80,000  decrease 

D  CU200,000  decrease 
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Statement  of  financial  position  extracts  for  The  Anisus  Company  show  the 
following: 


31  Dec  20X8 

31  Dec  20X7 

(Draft) 

CU 

CU 

Development  costs 

816 

584 

Amortisation 

(180) 

(120) 

636 

464 

The  capitalised  development  costs  relate  to  a  single  project  that  commenced 
in  20X5.  It  has  now  been  discovered  that  one  of  the  criteria  for  capitalisation 
has  never  been  met. 

According  to  IAS8  Accounting  policies,  changes  in  accounting  estimates  and 
errors,  what  adjustment  is  required  to  restate  retained  earnings  at  31 
December  20X7? 


A 

CU636 

B 

CU172 

C 

CU1, 100 

D 

CU464 

10.        In  reviewing  an  entity's  draft  financial  statements  for  the  year  ended  31 

December  20X7,  management  decided  that  market  conditions  were  such  that 
the  provision  for  inventory  obsolescence  at  31  December  20X7  should  be 
increased  by  CU30,000.  If  the  same  basis  of  calculating  inventory 
obsolescence  had  been  applied  at  31  December  20X6,  the  provision  would 
have  been  CU18,000  higher  than  the  amount  recognised  in  the  statement  of 
financial  position. 

According  to  IAS8  Accounting  policies,  changes  in  accounting  estimates  and 
errors,  what  adjustments  should  be  made  to  the  draft  profit  for  the  year  ended 
31  December  20X7  and  the  profit  for  the  year  ended  31  December  20X6 
presented  as  a  comparative  figure  in  the  20X7  financial  statements? 

Draft  profit  for  20X7  Profit  for  20X6 

A  CU30, 000  decrease  CU18, 000  decrease 

B  CU12, 000  decrease  CU18, 000  decrease 

C  No  change  CU30,000  decrease 

D  CU30,000  decrease  No  change 


THE  INSTITUTE 


of  chartered  Chapter  4  -  Accounting  Policies 

ACCOUNTANTS  aRage  5g 


IN  ENGLAND  AND  WALES 


1 1 .        During  the  year  to  31  December  20X8  the  following  events  occurred  in 
relation  to  The  Saddleback  Company. 

(1)  A  counting  error  relating  to  the  inventory  at  31  December  20X7  was 
discovered.  This  required  a  reduction  in  the  carrying  amount  of 
inventory  at  that  date  of  CU28,000. 

(2)  The  provision  for  uncollectible  receivables  at  31  December  20X7  was 
CU30,000.  During  20X8  CU50,000  was  written  off  the  31  December 
20X7  receivables. 

According  to  IAS8  Accounting  policies,  changes  in  accounting  estimates  and 
errors,  what  adjustment  is  required  to  restate  Saddleback's  retained  earnings 
at  31  December  20X7? 


A 

Nil 

B 

CU28.000 

C 

CU30.000 

D 

CU58.000 

12.        The  draft  financial  statements  for  an  entity  for  the  year  ended  31  December 
20X7  have  been  prepared.  A  final  review  of  the  draft  reveals  that  closing 
inventory  at  31  December  20X6  included  items  measured  at  CU100,000 
which  had  been  sold  in  December  20X6. 

According  to  IAS8  Accounting  policies,  changes  in  accounting  estimates  and 
errors,  what  is  the  effect  of  the  adjustment  to  be  made  to  the  profit  for  the 
year  ended  31  December  20X7  and  to  the  profit  for  the  year  ended  31 
December  20X6  presented  as  the  comparative  figure  in  the  20X7  financial 
statements? 

Draft  profit  for  20X7  Profit  for  20X6 

A  Increase  Decrease 

B  Increase  Increase 

C  Decrease  Increase 

D  Decrease  Decrease 
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Chapter  5 

REVENUE 


1  Business  Context 

Revenue  recognition  and  measurement  is  crucial  to  reporting  financial  performance.  In  recent 
years,  different  entities  operating  within  the  same  business  sector  have  adopted  varying 
practices  for  revenue  recognition,  which  has  led  to  marked  variations  in  the  timing  and 
measurement  of  revenue  and  hence  profit.  Aggressive  earnings  management  policies  have 
resulted  in  questionable  revenue  recognition  practices. 

Many  of  the  high  profile  accounting  scandals  of  recent  years  have  involved  the  manipulation 
of  revenue,  with  revenue  being  recognised  in  an  inappropriate  manner  leading  to  hugely 
inflated  reported  profits.  In  part  the  dot.com  boom  was  fuelled  by  similarly  aggressive  revenue 
recognition  policies. 

An  effective  and  credible  accounting  standard  on  revenue  is  essential  to  ensure  capital 
market  confidence  in  corporate  reporting,  which  is  the  purpose  of  IAS  18  Revenue. 


2  Chapter  Objectives 

This  chapter  deals  with: 

■  the  recognition,  measurement  and  disclosure  of  revenue  in  the  statement  of 
comprehensive  income;  and 

■  the  different  types  of  revenue;  that  arising  from  the  sales  of  goods,  the  rendering  of 
services  and  in  other  forms  such  as  interest,  royalties  and  dividends. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  demonstrate  a  knowledge  of  the  objectives  and  scope  of  IAS  18; 

■  demonstrate  a  knowledge  of  the  important  terminology  and  definitions  which  relate  to 
revenue; 

■  demonstrate  an  understanding  of  the  key  principles  of  revenue  recognition;  and 

■  apply  IAS  18  knowledge  and  understanding  in  particular  circumstances,  through 
basic  calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  18 

Income  is  defined  in  the  IASB  Framework  as  'increases  in  economic  benefits  in  the  form  of 
inflows  or  enhancements  of  assets  or  decreases  of  liabilities  that  result  in  increases  in  equity.' 

Revenue  is  simply  income  that  arises  in  the  course  of  the  ordinary  activities  of  the  entity  and 
is  often  known  by  different  names,  including  sales,  turnover,  fees,  interest,  dividends  and 
royalties.  [IAS  18.7] 

The  primary  issue  in  accounting  for  revenue  is  one  of  timing.  When  should  an  entity  recognise 
revenue?  The  timing  of  the  recognition  is  critical  to  the  timing  of  profits. 

Financial  statements  are  prepared  on  the  underlying  assumption  of  the  'accrual  basis'  of 
accounting.  Under  this  basis,  the  effects  of  transactions  or  events  are  recognised  when  they 
occur  rather  than  when  the  cash  is  received  or  paid. 

IAS  18  states  that  revenue  should  be  recognised  when  it  is  probable  that  the  economic 
benefits  associated  with  the  transaction  will  flow  to  the  entity  and  these  benefits  can  be 
measured  reliably. 

IAS  18  applies  to:  [IAS  18.1] 

■  the  sale  of  goods,  which  includes  both  goods  produced  by  the  entity  for  sale  and 
goods  purchased  directly  for  resale; 

■  the  rendering  of  services,  which  typically  involves  the  performance  of  a  contractually 
agreed  task  over  an  agreed  period  of  time;  and 

■  revenue  earned  from  the  use  by  others  of  the  entity's  assets  including  interest, 
royalties  and  dividends  earned  by  the  entity. 

Amounts  collected  on  behalf  of  others,  including  sales  taxes,  value  added  taxes  and  amounts 
collected  as  agent  on  behalf  of  a  principal,  are  excluded  from  the  revenue  figure. 


4  Measurement 

IAS  18  sets  out  that  revenue  should  be  measured  at  the  fair  value  of  the  payment,  which  may 
take  a  number  of  different  forms  (i.e.  it  is  not  limited  to  cash),  received  or  receivable. 
[IAS  18.9]. 

The  amount  of  the  payment  will  normally  be  expressed  in  the  agreement  between  the  buyer 
and  the  seller.  Revenue  is  measured  net  of  trade  discounts  or  volume  rebates  that  are  given. 

Generally  cash  will  be  paid  on  receipt  of  the  goods  or  services,  or  within  a  short  credit  period 
of,  say,  30  days.  However,  where  payment  is  deferred  for  a  long  period  of  time  to  provide  the 
buyer  with  an  interest-free  credit  period,  the  deferred  cash  payment  includes  a  form  of 
financing. 

A  typical  example  is  a  retail  outlet  selling  furniture  or  household  electrical  equipment  on  a 
year's  interest-free  credit.  In  such  cases  the  entity  will  need  to  assess  what  the  fair  value  of 
the  payment  is.  This  is  determined  by  estimating  what  value  the  debt  could  be  exchanged  for 
between  willing  parties.  The  difference  between  the  fair  value  and  the  actual  amount  paid  will 
be  classified  as  interest  revenue. 
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Illustration  1 

A  company  sells  goods  to  a  customer  for  CU2,500  on  5  July  2007.  Although  delivery  will 
take  place  as  soon  as  possible,  the  company  has  given  the  customer  an  interest-free  credit 
period  of  12  months. 

The  fair  value  of  the  consideration  receivable  is  CU2,294.  In  other  words,  if  the  company 
tried  to  sell  this  debt  to  a  debt  factoring  company  it  would  expect  to  receive  CU2,294  rather 
than  CU2.500. 

The  balance  of  CU206  represents  interest  revenue. 

Therefore  the  company  should  split  the  CU2,500  between  revenue  and  interest. 

Revenue  of  CU2,294  should  be  recognised  on  5  July  2007,  with  the  balance  of  CU206  being 
recognised  as  interest  revenue  over  the  12-month  credit  period. 


Where  the  entity  receives  similar  goods  or  services  as  payment  this  is  essentially  a  'swap' 
transaction.  The  entity  is  replacing  one  asset  with  another  similar  asset.  In  such  cases  no 
revenue  is  generated,  with  no  additional  cost  reported.  Such  transactions  are  quite  common 
in  the  sale  of  commodities,  for  example  milk,  with  suppliers  exchanging  inventories  to  fulfil 
demand  in  a  particular  location. 

When  the  payment  is  receivable  in  the  form  of  dissimilar  goods  or  services,  revenue  is 
generated  and  costs  should  be  recognised.  In  such  cases  the  transaction  is  measured  based 
on  the  fair  value  of  what  will  be  received.  If  it  is  not  possible  to  measure  the  value  of  the 
goods  or  services  received  reliably,  then  the  revenue  should  be  based  on  the  fair  value  of  the 
goods  or  services  supplied. 


5  Recognition  of  the  Sale  of  Goods 

IAS  18  sets  out  five  criteria  that  need  to  be  met  before  revenue  from  the  sale  of  goods  should 
be  recognised.  The  five  criteria  are  that:  [IAS  18.14] 

1  the  significant  'risks  and  rewards'  of  ownership  have  been  transferred  from  the  seller 
to  the  buyer.  In  a  simple  scenario  this  will  be  when  the  legal  title  or  actual  possession 
of  the  goods  passes  between  the  two  parties.  The  retention  of  insignificant  risks  and 
rewards  would  not  necessarily  prevent  the  recognition  of  the  revenue.  This  might  be 
the  case  in  the  retail  industry  where  an  item  may  be  returned  and  a  refund  provided; 

2  the  seller  no  longer  has  management  involvement  or  effective  control  over  the  goods; 

3  the  amount  of  the  revenue  can  be  measured  reliably; 

4  it  is  probable  that  payment  for  the  goods  will  be  received  by  the  entity.  The  effect  of 
this  is  that  the  revenue  in  relation  to  credit  sales  is  recognised  before  actual  payment 
is  received;  and 

5  the  costs  incurred,  or  to  be  incurred,  in  relation  to  the  transaction  can  be  measured 
reliably.  It  may  be  difficult  to  estimate  the  costs  in  relation  to  a  transaction  in  certain 
circumstances;  however  that  does  not  prevent  a  reliable  estimate  being  made,  and 
therefore  should  not  stop  revenue  being  recognised.  The  provision  of  a  warranty  is  an 
example  of  this.  If,  however,  it  is  not  possible  to  estimate  reliably  the  costs  to  be 
incurred,  this  precludes  the  recognition  of  revenue  and  therefore  any  payment 
received  should  be  recognised  as  a  liability. 
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As  stated  above  in  criterion  1 ,  revenue  should  not  be  recognised  until  the  'risks  and  rewards' 
of  ownership  have  been  transferred  to  the  buyer.  The  seller  may  retain  significant  risks  and 
rewards  of  ownership  in  a  number  of  ways.  Examples  of  these  are  as  follows: 

(a)  the  seller  retains  some  obligation  for  unsatisfactory  performance  which  is  outside  a 
normal  warranty  cover;  and 

(b)  the  particular  goods,  although  shipped,  may  require  installation  by  the  seller  as  part  of 
the  contract  before  the  buyer  can  utilise  the  goods  (revenue  should  not  be  recognised 
until  the  full  installation  process  has  been  completed). 

In  (a)  the  seller  retains  a  significant  risk  that  the  goods  will  not  perform,  and  in  (b)  the  buyer  is 
not  yet  able  to  gain  the  rewards  associated  with  using  the  goods.  In  both  cases  no  revenue 
would  be  recognised. 


Illustration  2 

A  motor  car  is  sold  for  CU20,000  on  1  March  2007,  and  includes  a  two-year  manufacturer's 
warranty.  As  a  special  promotion  a  deferred  payment  option  is  being  offered  by  the 
manufacturer  -  'buy  now,  pay  in  12  months'  time'.  The  dealer  has  a  31  December  year  end. 

The  following  steps  are  needed  to  account  for  the  sale: 

■  split  the  CU20,000  payment  between  the  cash  sale  price  and  the  effective  interest; 

■  recognise  the  cash  sale  price  as  revenue  on  1  March; 

■  recognise  interest  income  for  the  1 0  months'  credit  given  in  the  accounting  period  in 
which  the  sale  is  recognised; 

■  recognise  the  remaining  2  months'  interest  in  the  following  period; 

■  production  and  selling  costs  will  be  recognised  in  the  same  period  that  the  revenue 
relating  to  the  sale  of  the  motor  car  is  recognised; 

■  a  warranty  provision  will  be  set  up  in  the  period  in  which  the  revenue  relating  to  the  sale 
of  the  motor  car  is  recognised  for  expected  costs  under  the  warranty  provision  (in 
accordance  with  IAS  37  Provisions,  contingent  liabilities  and  contingent  assets);  and 

■  costs  incurred  under  the  warranty  provision  will  be  charged  to  the  warranty  provision  to 
the  extent  that  the  provision  covers  the  costs.  Any  excess  costs  incurred  will  be 
recognised  in  profit  or  loss  and  any  balance  remaining  on  the  provision  at  the  end  of  the 
second  year  will  be  released  to  profit  or  loss.. 


6  Recognition  of  the  Rendering  of  Services 

The  criteria  for  the  recognition  of  revenue  in  relation  to  the  rendering  of  services  are  similar  to 
those  for  the  sale  of  goods.  However,  the  criteria  which  refer  to  ownership  are  clearly  not 
relevant  where  services  are  being  provided.  Criteria  3-5  above  are,  however,  equally 
relevant  to  the  rendering  of  services.  In  addition,  the  entity  should  be  able  to  assess 
accurately  the  stage  of  completion  of  the  transaction.  [IAS  1 8.20] 

Issues  in  relation  to  completion  arise  when  a  contract  for  services  extends  beyond  the  end  of 
the  current  accounting  period.  Some  part  of  the  total  revenue  needs  to  be  recognised  in  the 
current  period,  with  the  remainder  being  carried  forward  to  the  future  periods.  This  split  of 
revenue  is  usually  made  by  reference  to  the  stage  of  completion  of  the  contract.  IAS  18 
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specifically  mentions  three  methods  of  assessing  the  stage  of  completion  but  does  not 
prohibit  the  use  of  other  methods.  The  three  methods  are: 

1  surveys  of  work  performed; 

2  assessing  the  services  performed  to  date  against  the  total  services  to  be  performed 
under  the  contract;  and 

3  assessing  the  costs  incurred  to  date  against  the  total  costs  to  be  incurred  under  the 
contract. 

It  is  generally  not  appropriate  to  recognise  revenue  based  on  payments  received  under  the 
contract,  as  often  stage  payments  set  out  under  the  terms  of  the  contract  bear  little 
resemblance  to  the  actual  services  performed. 

If  the  overall  outcome  of  a  service  transaction  cannot  be  estimated  reliably,  then  revenue  is 
only  recognised  to  the  extent  that  costs  incurred  to  date  are  recoverable  from  the  customer.  If 
costs  are  not  recoverable  under  the  contract,  revenue  should  not  be  recognised  although 
costs  incurred  should  be  expensed. 


Illustration  3 

An  entity  enters  into  a  CU21 0,000  fixed  price  contract  for  the  provision  of  services.  At  the 
end  of  2007,  the  first  accounting  period,  the  contract  is  assessed  as  being  one-third 
complete,  and  costs  incurred  to  date  are  CU45,000. 

If  costs  to  complete  can  be  estimated  reliably  at  CU90,000,  the  overall  contract  is  profitable, 
as  the  total  revenue  of  CU21 0,000  exceeds  total  costs  (CU45,000  plus  CU90,000).  Revenue 
to  be  recognised  in  the  first  accounting  period  will  be  CU70,000,  calculated  as  one-third  of 
the  total  contract  revenue.  Costs  of  one-third  of  total  estimated  costs  i.e.  CU45,000  would 
also  be  recognised  and  matched  against  the  related  revenue. 

If  the  costs  to  complete  cannot  be  estimated  reliably,  then  the  outcome  of  the  total  contract 
cannot  be  estimated  reliably,  and  revenue  is  recognised  to  the  extent  that  the  costs  incurred 
are  believed  to  be  recoverable  from  the  client. 


7  Recognition  of  Revenue  Generated  on  Entity  Assets 

Assuming  an  entity  is  able  to  measure  reliably  the  revenue  and  that  it  expects  to  receive 
payment,  the  recognition  of  revenue  generated  on  the  use  by  others  of  the  entity's  assets 
should  be  recognised  as  follows:  [IAS  18.30] 

■  interest  should  be  recognised  on  a  time  basis; 

■  dividends  should  be  recognised  when  the  entity,  as  a  shareholder,  has  a  right  to 
receive  payment.  This  is  usually  when  the  dividends  are  declared,  rather  than  when 
they  are  proposed;  and 

■  royalties  should  be  recognised  on  an  accrual  basis,  i.e.  they  should  be  recognised  as 
they  fall  due  under  the  terms  of  the  relevant  agreement. 
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8  Disclosure  Requirements 

The  entity  should  clearly  set  out  its  accounting  policy  for  the  recognition  of  revenue  in  the 
notes  to  the  financial  statements.  This  description  should  include  any  methods  used  to  assess 
the  stage  of  completion  of  transactions.  If  revenue  has  been  recognised  from  the  exchange  of 
goods  or  services,  this  amount  should  be  clearly  identified  for  each  category  of  revenue. 
[IAS  18.35] 

Revenue  should  be  analysed  into  a  number  of  different  categories  where  the  amount 
recognised  is  significant.  Categories  include,  for  example,  the  sale  of  goods,  the  rendering  of 
services,  interest,  dividends  and  royalty  payments.  [IAS  18.35] 


9  Practical  Application  and  Examples 

IAS  18  includes  an  appendix  of  illustrations  of  how  to  apply  its  concepts  in  a  variety  of 
particular  circumstances.  What  follows  is  a  selection  of  the  more  commonly  encountered 
applications. 

9.1  Consignment  sales 

Under  such  arrangements,  the  buyer  takes  delivery  of  the  goods  and  undertakes  to  sell  them 
on,  on  behalf  of  the  original  seller.  Although  the  buyer  takes  delivery  of  the  goods,  he  is  in 
such  circumstances  really  acting  as  an  agent  on  behalf  of  the  original  seller.  The  original 
seller  only  recognises  his  sale  when  his  buyer  sells  the  goods  on  to  a  third  party,  since  it  is 
only  at  this  point  that  the  seller  passes  on  the  significant  risks  and  rewards  of  ownership. 

This  treatment  is  also  relevant  in  sale  and  return  transactions,  i.e.  revenue  should  not  be 
recognised  until  the  goods  are  sold  to  third  parties. 


Illustration  4 

An  entity  sells  recorded  music  from  emerging  artists  through  a  number  of  retail  outlets.  The 
outlets  can  return  any  unsold  material  within  three  months  of  receipt.  The  artists  are 
unproven  in  a  commercial  market  and  it  is  unclear  if  the  sale  of  the  music  will  be  successful. 

There  is  uncertainty  about  the  timing  of  receipts  from  the  retailers.  This  uncertainty  is  only 
removed  when  the  retailer  sells  the  music  or  the  three-month  period  has  expired.  The  risks 
and  rewards  of  ownership  do  not  pass  until  the  retailer  has  sold  the  music. 

Revenue  should  be  recognised  at  the  end  of  the  three-month  return  period,  or  when  the 
retailer  has  sold  the  music  if  earlier  (this  could  be  based  upon  monthly  returns  demanded 
from  the  retailer). 


9.2  Subscriptions  to  publications 

Where  a  series  of  publications  are  subscribed  to  and  each  publication  distributed  is  of  similar 
value,  revenue  should  be  recognised  on  a  straight-line  basis  over  the  period  of  the 
subscription.  Where  the  value  of  each  publication  varies,  revenue  is  recognised  based  on  the 
value  of  the  individual  publication  compared  with  the  total  subscription  paid. 

9.3  Servicing  fees  included  in  the  price  of  the  product 

When  the  sale  price  for  goods  includes  an  amount  in  relation  to  the  ongoing  servicing  of  the 
product,  and  the  servicing  element  is  identifiable,  it  should  be  deferred  and  recognised  as 
revenue  over  the  period  of  the  service  contract. 
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Illustration  5 

On  the  last  day  of  the  current  accounting  period  an  entity  completes  the  handover  of  a  new 
system  to  a  client  at  an  agreed  price  of  CU800,000.  The  price  includes  after-sales  support 
for  the  next  two  years.  The  cost  of  providing  the  support  is  estimated  at  CU48,000  per 
annum,  and  the  entity  earns  a  gross  profit  of  20%  on  support  contracts. 

The  after-sales  support  revenue  should  be  deferred  and  recognised  over  the  next  two  years 
and  should  include  a  reasonable  element  of  profit.  This  is  often  computed  by  reference  to 
similar  contracts.  The  revenue  deferred  on  the  after-sales  contract  will  be  CU60,000  (cost 
and  the  20%  gross  profit  on  selling  price)  per  annum. 

The  revenue  to  be  recognised  on  the  handover  of  the  system  will  be  CU680,000 
(CU800,000  -  (2  x  CU60,000)). 


9.4  Advertising  commissions 

Revenue  should  be  recognised  for  media  commissions,  for  example  running  a  series  of 
advertisements,  when  the  related  advertising  appears  before  the  public. 

9.5  Franchise  fees 

Fees  which  are  received  for  the  use  of  continuing  rights,  granted  as  part  of  a  franchise 
agreement,  should  be  recognised  as  revenue  as  the  services  are  provided,  or  the  rights  are 
used. 

9.6  Agency  transactions 

No  revenue  is  recognised  when  the  party  is  acting  as  agent  for  another  (the  principal).  In  such 
transactions,  the  sale  does  not  represent  revenue  of  the  agent  who  is,  in  fact,  acting  as 
'intermediary'  for  another  party.  The  agent  is  often  paid  a  commission  in  such  transactions, 
and  it  is  this  commission  receivable  which  is,  instead,  recorded  as  revenue  for  the  agent. 


10  SIC-31  Barter  Transactions  Involving  Advertising  Services 

As  mentioned  earlier,  some  entities  have  been  criticised  in  the  past  for  adopting  aggressive 
revenue  recognition  policies.  One  way  this  was  done  was  by  one  entity  exchanging 
advertising  space  on  its  website  for  advertising  space  on  another  entity's  website.  Although 
no  cash  or  other  consideration  changed  hands,  each  entity  would  recognise  revenue  and 
costs  in  relation  to  these  items,  boosting  their  revenues  and  their  perceived  worth  in  the  eyes 
of  investors. 

SIC-31  Revenue  -  barter  transactions  involving  advertising  services  states  that  unless 
specific  conditions  are  met  no  revenue  should  be  recognised  in  these  circumstances,  as  it  is 
not  normally  possible  to  measure  reliably  the  fair  value  of  such  transactions;  this  means  that 
the  definition  of  revenue  is  not  met. 
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11  IFRIC  13  Customer  Loyalty  Programmes 

Customer  loyalty  programmes  are  a  popular  marketing  tool  used  by  a  diverse  range  of 
businesses,  from  supermarkets  to  airlines  to  credit  card  providers.  Entities  have  recognised 
such  schemes  in  a  number  of  different  ways,  such  as: 

■  setting  up  a  liability  for  an  entity's  future  obligation  to  supply  something  to  a  customer 
and  recognising  the  costs  as  a  marketing  expense;  and 

■  deferring  part  of  the  revenue  received  which  generated  the  customer  reward. 

As  a  result  IFRIC  12  Customer  loyalty  programmes  was  published  and  is  applicable  to 
accounting  periods  beginning  on  or  after  1  July  2008. 

IFRIC  13  applies  to  customer  loyalty  programmes  where  an  entity  grants  awards  to  its 
customers  as  part  of  a  sales  transaction  and  where  customers  can  redeem,  in  the  future,  free 
or  discounted  goods  or  services.  Such  programmes  should  be  recognised  by  an  entity  by 
treating  the  customer  award  as  a  separate  component  of  the  original  sales  transaction  in 
accordance  with  IAS  18.  The  original  sales  revenue  should  be  split  on  a  fair  value  basis 
between  the  separate  components  of  the  sale  and  the  amount  allocated  to  the  customer 
award  deferred  until  the  award  is  redeemed  or,  in  the  case  of  time-limited  awards,  entitlement 
to  it  lapses.  The  fair  value  of  "award  credits"  is  the  amount  which  they  could  be  sold  for 
separately.  [IFRIC  13.4-6] 


Illustration  6 

A  supermarket  awards  loyalty  points  to  customers  who  use  the  supermarket's  own  credit  card 
to  pay  for  purchases.  The  award  is  at  the  rate  of  one  point  for  every  CU250  charged  to  the 
card  and  each  point  entitles  the  customer  to  a  certain  credit  against  future  purchases,  without 
time  limit.  The  supermarket  estimates  the  fair  value  of  each  point  at  CU5  and  in  one  period 
CU250  million  is  charged  to  the  supermarket's  credit  card. 

The  number  of  points  awarded  in  this  period  is  1  million  (CU250  million  +  CU250)  and  at  CU5 
per  point  their  total  fair  value  is  CU5  million. 

The  supermarket  defers  revenue  of  CU5  million  and  recognises  the  other  CU245  million 
immediately.  The  deferred  revenue  of  CU5  million  will  be  recognised  as  the  award  points  are 
redeemed. 


Where  the  entity  supplies  the  awards  itself,  the  deferred  amount  should  be  recognised  as 
revenue  when  the  award  credits  are  redeemed  (so  in  the  case  of  the  supermarket  referred  to 
in  Illustration  6  when  the  customers  claim  their  credits).  The  amount  of  revenue  recognised 
should  be  based  on  the  award  credits  redeemed  as  a  percentage  of  the  total  expected  to  be 
redeemed.  [IFRIC  12.7] 

Where  a  third  party  supplies  the  awards,  an  entity  needs  to  consider  whether  it  is  acting  as 
agent  or  principal  in  relation  to  the  transaction.  If  the  entity  is  considered  to  be  collecting  the 
revenue  for  the  award  credits  for  itself  (i.e.  acting  as  principal)  the  entity  should  measure  the 
deferred  revenue  as  set  out  above.  The  revenue  should  be  recognised  when  the  entity  no 
longer  has  any  obligations  outstanding  in  relation  to  the  transaction.  If  the  entity  is  collecting 
the  revenue  on  behalf  of  the  third  party  supplying  the  awards  (i.e.  acting  as  agent)  it  should 
only  recognise  the  net  amount  of  deferred  revenue  that  it  will  retain.  This  amount  should  be 
recognised  when  the  third  party  is  obliged  to  deliver  the  awards  and  receive  the  consideration 
for  doing  so.  The  net  amount  retained  by  the  entity  will  be  the  difference  between  the  fair 
value  of  the  revenue  allocated  to  the  award  credits  and  the  amount  that  it  will  have  to  pay  the 
third  party  for  delivering  the  awards  themselves.  [IFRIC  12.8] 
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If  the  unavoidable  costs  of  delivering  the  promised  awards  to  customers  are  greater  than  the 
revenue  allocated  to  the  award  credits,  then  the  entity  has  an  onerous  contract  and  should 
recognise  a  liability  in  accordance  with  IAS  37.  [IFRIC  12.9] 


12  Chapter  Review 

This  chapter  has  been  concerned  with  the  key  issues  relating  to  how,  and  when,  revenue 
should  be  recognised  in  the  statement  of  comprehensive  income. 

The  chapter  has  covered: 

■  the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  18; 

■  how  revenue  should  be  measured; 

■  recognition  of  the  sale  of  goods,  services  and  other  items  such  as  commissions  and 
fees;  and 

■  the  treatment  of  interest  portions  of  the  revenue  in  the  case  of  'interest-free 
purchases'. 


THE  INSTITUTE 


Chapter  5  -  Revenue  |F1  of  chartered 

Page  69  3  accountants 


IN  ENGLAND  AND  WALES 


1 3  Self  Test  Questions 
Chapter  5 

1 .  One  of  the  conditions  that  must  be  satisfied  in  order  to  recognise  revenue  in  a 

transaction  involving  the  rendering  of  services  is  that  the  stage  of  completion 
of  the  transaction  at  the  end  of  the  reporting  period  can  be  measured  reliably. 

Which  TWO  of  the  following  methods  for  determining  the  stage  of  completion 
of  a  contract  involving  the  rendering  of  services  are  specifically  referred  to  in 
IAS18  Revenue,  as  being  acceptable? 

A  Costs  incurred  to  date  as  a  percentage  of  the  estimated  total  costs  of 

the  transaction 
B  Advances  received  to  date  as  a  percentage  of  the  total  amount 

receivable 
C  Surveys  of  work  performed 

D  Revenue  to  date  divided  by  total  contract  revenue 


According  to  IAS18  Revenue,  which  TWO  of  the  following  conditions  apply  to 
the  recognition  of  revenue  for  transactions  involving  the  rendering  of 
services? 

A  The  amount  of  revenue  can  be  measured  reliably 

B  The  entity  retains  neither  continuing  managerial  involvement  nor 

effective  control  over  the  transaction 
C  The  significant  risks  and  rewards  of  ownership  have  been  transferred 

to  the  buyer 
D  The  costs  incurred  for  the  transaction  and  the  costs  to  complete  the 

transaction  can  be  measured  reliably 


According  to  IAS18  Revenue,  which  TWO  of  the  following  criteria  must  be 
satisfied  before  revenue  from  the  sale  of  goods  should  be  recognised  in  profit 
or  loss? 

A  Revenue  can  be  reliably  measured 

B  Managerial  control  over  the  goods  sold  has  been  relinquished 

C  Ownership  has  been  transferred  to  the  buyer 

D  The  outcome  of  the  transaction  is  certain 
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The  Ordessos  Company  sells  goods  to  a  third  party  via  an  agent.  During 
20X8  Ordessos  supplies  the  agent  with  goods  with  a  sales  value  of 
CU200.000. 

The  agent  charges  a  commission  of  15%. 

Under  IAS18  Revenue,  how  much  revenue  should  each  of  Ordessos  and  the 
agent  recognise  in  profit  or  loss  for  20X8? 


Ordessos 

Agent 

A 

CU170.000 

CU25.500 

B 

CU200.000 

CU25.500 

C 

CU170.000 

CU30.000 

D 

CU200.000 

CU30.000 

The  Khaki  Company  sells  merchandise  for  CU8,000  to  a  customer  on  31 
December  20X7. 

The  terms  of  the  sale  agreement  state  that  payment  is  due  in  one  year's  time. 

Khaki  has  an  imputed  rate  of  interest  of  9%. 

Under  IAS18  Revenue,  how  much  revenue  should  Khaki  recognise  in  profit  or 
loss  for  the  year  ended  31  December  20X7? 


A 

CU8.720 

B 

CU7.339 

C 

Nil 

D 

CU8.000 

The  Grand  Company  placed  an  order  with  The  Little  Company  for  new 
specialist  machinery.  The  order  was  non-cancellable  once  signed  and  Grand 
agreed  to  pay  for  the  machinery  at  the  time  the  order  was  signed  on  1 
February  20X7.  Little  held  the  machinery  to  Grand's  order  from  1  June  20X7, 
the  date  on  which  it  was  completed. 

Grand  commenced  using  the  machinery  on  1  August  20X7  when  Little 
completed  the  installation  process.  Little  had  staff  on  standby  to  deal  with  any 
operating  problems  until  the  warranty  period  ended  on  1  November  20X7. 

Under  IAS18  Revenue,  Little  should  recognise  the  revenue  from  the  sale  of 
this  specialist  machinery  on 

A  1  February  20X7 

B  1  June  20X7 

C  1  August  20X7 

D  1  November  20X7 
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The  Marfak  Company  provides  service  contracts  to  customers  for 
maintenance  of  their  electrical  systems.  On  1  October  20X8  it  agrees  a  four- 
year  contract  with  a  major  customer  for  CU  154,000. 

Costs  over  the  period  of  the  contract  are  reliably  estimated  at  CU51,333. 

Under  IAS18  Revenue,  how  much  revenue  should  the  company  recognise  in 
profit  or  loss  in  the  year  ended  31  December  20X8? 


A 

CU9.625 

B 

CU38.500 

C 

CU3.208 

D 

CU12.833 

On  1  January  20X8  The  Violet  Company  signs  a  four-year  fixed-price  contract 
to  provide  services  for  a  customer.  The  contract  value  is  CU550,000. 

At  31  December  20X8  the  contract  is  thought  to  be  30%  complete.  Costs  to 
complete  the  contract  cannot  be  reliably  estimated  and  costs  incurred  to  date 
of  CU1 52,000  are  recoverable  from  the  customer. 

What  is  the  revenue  to  be  recognised  in  profit  or  loss  for  the  year  ended  31 
December  20X8,  according  to  IAS18  Revenue? 

A  CU13.000 

B  CU152.000 

C  CU137.500 

D  CU165.000 


On  1  July  20X7,  The  Pyretus  Company,  a  manufacturer  of  office  furniture, 
supplied  goods  to  The  Natiso  Company  for  CU120,000  on  condition  that  this 
amount  was  paid  in  full  on  1  July  20X8. 

Natiso  had  earlier  rejected  an  alternative  offer  from  Pyretus  whereby  they 
could  have  bought  the  same  goods  by  paying  cash  of  CU108,000  on  1  July 
20X7. 

Under  IAS18  Revenue,  how  much  relating  to  this  transaction  should  Pyretus 
recognise  in  profit  or  loss  in  respect  of  revenue  and  interest  income  for  the 
year  ended  30  June  20X8? 


Revenue 

Interest  income 

A 

CU108.000 

CU12.000 

B 

CU120.000 

Nil 

C 

CU108.000 

Nil 

D 

CU120.000 

CU12.000 
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10.        On  1  July  20X7  The  Otakamiro  Company  handed  over  to  a  client  a  new 

computer  system.  The  contract  price  for  the  supply  of  the  system  and  after- 
sales  support  for  12  months  was  CU800,000.  Otakamiro  estimates  the  cost  of 
the  after-sales  support  at  CU  120,000  and  it  normally  marks  up  such  costs  by 
50%  when  tendering  for  support  contracts. 

Under  IAS18  Revenue,  the  revenue  Otakamiro  should  recognise  in  its 
financial  year  ended  31  December  20X7  is 


A 

CU620.000 

B 

CU800.000 

C 

CU710.000 

D 

Nil 
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Chapter  6 

INVENTORIES 


1  Business  Context 

Inventories,  which  include  goods  purchased  and  held  for  resale,  work-in-progress  and 
finished  goods,  are  of  major  significance  to  some  businesses.  The  level  and  hence 
significance  of  inventories  depends  not  only  on  the  type  of  industry  and  market  within  which 
an  entity  operates,  but  also  the  manner  in  which  they  are  managed.  For  example,  inventories 
in  the  retail  sector  consist  of  goods  held  for  resale  and  present  few  valuation  problems.  On 
the  other  hand,  manufacturing  businesses  have  materials  or  supplies,  goods  in  process  of 
production  and  finished  goods  held  for  sale,  all  of  which  can  be  made  up  of  a  variety  of  costs 
and  present  more  difficult  measurement  issues  often  involving  judgement  and  uncertainty. 

In  terms  of  the  management  of  inventories,  insignificant  levels  of  inventories  may  be  expected 
in  many  service  industries,  where  just-in-time  inventory  management  is  used  (i.e.  only 
ordering  goods  when  they  are  needed)  or  where  goods  are  supplied-to-order.  Conversely, 
manufacturing  entities  typically  have  inventories  amounting  to  10%-20%  of  total  assets, 
forming  a  major  part  of  the  business. 

Risk  is  a  potential  business  issue  in  respect  of  inventories.  Entities  operating  in  a  dynamic 
environment,  such  as  the  technology  industry,  can  experience  problems  with  volatile  inventory 
prices  and  obsolescence.  These  business  uncertainties  also  cause  issues  for  the  valuation  of 
inventory  for  accounting  purposes. 

Accounting  for  inventories  requires  an  element  of  management  judgement  particularly  in 
manufacturing  businesses,  where  the  costs  attributable  to  specific  inventory  items  may  be 
uncertain.  The  determination  of  cost  and  its  subsequent  recognition  as  an  expense  will  have 
an  effect  on  the  profit  or  loss  reported  for  the  period  and  is  therefore  an  important 
consideration.  Consequently,  the  measurement,  presentation  and  disclosures  required  by 
IAS  2  Inventories  provide  important  information  to  users  of  the  financial  statements. 


2  Chapter  Objectives 

On  completion  of  this  chapter  you  should  be  able  to: 

■  demonstrate  a  knowledge  of  the  objectives  and  scope  of  IAS  2; 

■  demonstrate  a  knowledge  of  the  important  terminology  and  definitions  which  relate  to 
the  measurement  of  inventories; 

■  understand  the  key  principles  relating  to  the  measurement  of  inventories;  and 

■  apply  this  knowledge  and  understanding  in  particular  circumstances  through  basic 
calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  2 

The  objective  of  IAS  2  is  to  prescribe  the  accounting  treatment  for  inventories. 

Inventories  can  take  a  number  of  different  forms  which  include  assets  purchased  and  held  for 
resale  in  the  ordinary  course  of  business,  raw  materials,  partly  processed  assets  and  finished 
goods  that  have  undergone  the  full  production  process.  [IAS  2.6] 

Inventories  should  be  recognised  when  they  meet  the  definition  of  an  asset  as  set  out  in  the 
IASB  Framework.  No  additional  guidance  on  the  timing  of  recognition  is  provided  in  IAS  2. 

IAS  2  applies  to  all  types  of  entity  but  some  types  of  inventory  are  excluded  from  IAS  2,  for 
example:  [IAS  2.2] 

1  work  in  progress  arising  under  construction  contracts  (dealt  with  by  IAS  1 1  Construction 
contracts); 

2  financial  instruments  (dealt  with  by  IAS  32  Financial  instruments:  presentation  and  IAS  39 
Financial  instruments:  recognition  and  measurement);  and 

3  biological  assets  related  to  agricultural  activities  and  agricultural  produce  at  the  point  of 
harvest  (dealt  with  by  IAS  41  Agriculture). 


4  IAS  2  and  Measurement 

Inventories  should  be  measured  at  the  lower  of  cost  and  net  realisable  value.  Net  realisable 
value  (NRV)  is  the  selling  price  expected  to  be  achieved  less  an  estimate  of  the  costs  to 
complete  the  production  of  the  finished  good  and  of  the  costs  to  be  incurred  in  making  the 
sale.  [IAS  2.6,  2.9] 

Valuing  inventory  at  the  lower  of  cost  and  NRV  ensures  that  any  profit  to  be  earned  on  their 
sale  is  not  recognised  before  the  sale  takes  place  although  any  loss  is  recognised  as  soon  as 
it  is  identified. 


Illustration  1 

Manufacturing  costs  in  2007  for  inventory  held  at  the  year-end  are  CU60  million. 

All  goods  held  at  the  year-end  were  sold  in  January  2008,  for  CU50  million. 

The  selling  costs  incurred  for  the  goods  sold  in  January  2008  were  CU4  million. 

The  value  of  inventories  held  at  the  year  ended  31  December  2007  is  CU46  million  (NRV) 
(i.e.  CU50m  less  CU4  million)  since  this  is  less  than  the  cost  of  CU60  million. 

4.1  Cost  of  inventories 

In  most  businesses,  inventories  will  be  sold  at  a  profit  so  they  will  be  measured  at  cost  (since 
this  is  lower  than  NRV). 

Many  of  the  provisions  of  IAS  2  result  from  the  commonsense  application  of  the  principle  that 
the  cost  of  inventory  is  expenditure  incurred  in  bringing  items  to  their  present  location  and 
condition.  Such  costs  will  include  the  purchase  price  of  goods  acquired  for  resale  or  the  raw 
materials  that  are  to  be  used  in  a  production  process.  Any  discounts  or  rebates  that  have 
been  received  should  be  deducted  from  the  cost. 
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It  is  only  the  costs  that  are  directly  attributable  to  bringing  the  goods  to  their  current  state 
which  should  be  included.  These  may  include  import  duties,  transport  and  other  handling 
costs.  For  inventory  that  is  subject  to  some  form  of  production  or  conversion  process, 
additional  costs  will  be  incurred  as  part  of  this  process  which  should  also  be  included  in  the 
cost  of  inventory.  Such  amounts  may  include  direct  manufacturing  and  direct  labour  costs  as 
well  as  a  systematic  allocation  of  fixed  (costs  that  will  be  incurred  regardless  of  the  level  of 
output)  and  variable  (costs  determined  based  on  the  level  of  output)  overheads  that  are 
incurred  as  part  of  the  production  process. 

Fixed  overheads  should  be  allocated  to  each  production  process  on  a  systematic  basis.  It  will 
generally  be  appropriate  to  allocate  an  element  of  fixed  overheads  based  on  normal  levels  of 
production. 

It  is  not  appropriate  to  allocate  to  inventory  abnormal  costs  or  administrative  costs  that  do  not 
contribute  to  bringing  the  inventory  to  their  current  state;  instead  such  amounts  should  be 
recognised  in  profit  or  loss  in  the  period  in  which  they  are  incurred. 


Illustration  2 

The  costs  set  out  below  are  those  typically  incurred  by  manufacturing  businesses.  The  costs 
have  been  identified  as  either  being  part  of  the  costs  of  inventories  or  those  that  should  be 
expensed  as  incurred. 

Include  in  cost  of  inventory 

Supplier's  gross  price  for  raw  materials 

Quantity  discounts  allowed  by  supplier  (deduct  from  cost) 

Costs  of  transporting  materials  to  the  business  premises 

Labour  costs  directly  incurred  in  the  processing  of  raw  materials 

Variable  costs,  such  as  power,  incurred  in  the  processing  of  raw  materials 

Fixed  production  costs/overheads,  such  as  rent  for  the  processing  factory 

Depreciation  charges  on  the  plant  used  in  the  processing 

Expensed  as  Incurred 

Costs  of  transporting  goods  to  customers  on  sale 

Non-recoverable  purchase  taxes  charged  to  customers  on  sale 

Non-recoverable  sales  taxes 

Commission  payable  to  salesmen  on  the  sale  of  the  goods 

Provisions  for  bad  and  doubtful  debts  in  relation  to  trade  receivables 

Costs  of  the  accounts  department 

Head  office  costs  relating  to  the  overall  management  of  the  business 

Costs  recoverable  (neither  Inventory  or  expensed) 

Purchase  taxes  and  duties  charged  by  the  supplier  and  recoverable  from  the  taxing 
authorities. 
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Illustration  3 

A  business  plans  for  fixed  production  overheads  of  CU50,000  and  annual  production  is 
estimated  at  100,000  items  in  its  financial  year.  The  planned  overhead  recovery  rate  is 
CU0.50  per  item  (CU50,000  per  100,000  items). 

A  fire  at  the  factory  results  in  production  being  only  75,000  units  although  there  is  no 
saving  in  the  level  of  fixed  production  overheads. 

Inventory  should  still  be  valued  on  the  basis  of  CU0.50  per  item,  leading  to  a  recovery  of 
CU37,500  of  overheads  with  the  balance  of  CU1 2,500  being  expensed  directly  in  the 
year. 


In  the  retail  industry  it  is  common  practice  to  value  inventory  at  selling  price  less  the 
normal  gross  profit  margin.  This  practice  is  permitted  because  it  is  often  impracticable  to 
use  other  valuation  methods  due  to  the  large  volume  of  rapidly  changing  items,  and  it 
generally  results  in  a  valuation  which  is  very  close  to  actual  cost. 

4.2  Cost  formulae 

Where  inventories  are  not  freely  interchangeable  because,  say,  they  have  been  made  to  an 
individual  customer  specification,  the  cost  should  be  the  actual  expenditure  incurred. 
[IAS  2.23] 

Where  inventories  are  interchangeable,  for  example  cases  of  nails  bought  and  put  into  a 
single  storage  bin,  individual  cost  identification  is  not  necessary  or  indeed  practicable.  In  this 
scenario  cost  formulae  should  be  used. 

Two  cost  formulae  are  allowed.  These  are:  [IAS  2.25] 

■  first-in,  first-out,  known  as  FIFO:  this  method  assumes  a  physical  flow  of  items 
whereby  those  purchased  or  produced  earliest  are  the  first  to  be  sold.  The  items 
purchased  or  produced  most  recently  are  the  ones  in  inventory,  to  be  valued  at  the 
most  recent  cost;  and 

■  weighted  average  costs:  this  method  calculates  an  average  cost  of  purchase  or 
production  (calculated  either  on  a  periodic  basis  or  after  each  shipment  has  been 
received  or  new  batch  has  been  produced),  and  values  inventory  at  that  average 
cost. 

An  entity  shall  use  the  same  cost  formula  for  all  inventories  of  a  similar  nature. 
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Illustration  4 

A  business  produces  and  sells  the  following  quantities  of  a  product: 

Date  Tonnes        CU  Total  CU  per  tonne 

1  July  Opening  inventory  10               200                20 

4  July  Production  8                 176                22 

6  July  Sale  (9) 

15  July  Production  6                 144                24 

18  July  Sale  (11) 

23  July  Production  4                 104                26 

31  July  Closing  inventory  8 

The  FIFO  cost  formula  will  result  in  closing  inventory  being  made  up  of  the  most  recent 
production,  i.e.  the  4  tonnes  produced  on  23  July  (costing  CU104)  and  4  of  the  6  tonnes 
produced  on  15  July  (at  CU24  =  CU96  cost).  So  closing  inventory  will  be  valued  at  CU200. 

Using  the  weighted  average  cost  formula,  and  recalculating  the  average  cost  after  each  new 
batch  has  been  produced,  results  in  the  following: 


Date  Tonnes            CU  Total      LU  per  tonne 

1  July        Opening  inventory  10                   200  20 

4  July        Production                               _8 176  22 

Recalculation  18                     376  >-  20.89 

6  July        Sale  (9)  | 

Inventory  ~~ 9                    188  -* 20.89 

15  July      Production                               _6 144  24 

Recalculation  IS                   332    *~22M 

18  July      Sale  (111)  | 

Inventory  ~4                     89    -* 22.1  3 

23  July      Production                               _4 104  26 

31  July      Recalculation  and  8  193    *-  24.12 

closing  inventory 

In  the  example,  average  production  costs  are  rising  and  therefore  the  weighted  average  cost 
formula,  which  smoothes  different  costs  out,  results  in  a  slightly  lower  inventory  value  (and 
therefore  period  profit),  than  the  FIFO  formula  which  does  not  include  any  smoothing. 


4.3  Net  realisable  value  (NRV) 

The  key  points  to  note  with  regard  to  NRV  are: 

■  in  the  case  of  incomplete  items,  NRV  takes  account  of  the  costs  to  complete; 

■  in  making  the  assessment  of  whether  NRV  is  lower  than  cost  of  inventory  it  may  be 
appropriate  to  group  items  together.  However,  items  should  only  be  grouped  together 
when  the  individual  items  cannot  be  valued  separately.  It  is  not  appropriate  to  treat  a 
whole  class  of  inventory,  for  example  all  goods  held  for  sale,  as  a  group.  If  NRV  is 
less  than  cost  the  write  down  of  inventory  will  also  be  made  on  a  group  basis; 

■  in  the  absence  of  a  contractually  agreed  selling  price,  the  best  estimate  is  the  likely 
selling  price,  less  appropriate  deductions;  and 
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materials  to  be  incorporated  into  a  finished  good  should  only  be  written  down  if  the 
eventual  finished  good  will  be  sold  for  less  than  the  total  cost. 


5  Recognition  as  an  Expense  and  Disclosure 

Once  an  item  has  been  sold,  it  is  removed  from  inventory  as  it  no  longer  meets  the  IASB 
Framework  definition  of  an  asset.  Its  cost  is  therefore  treated  as  an  expense  in  the  accounting 
period  in  which  the  item  is  sold  and  the  related  revenue  recognised. 

The  amount  of  any  write-downs  of  inventory  to  NRV  should  be  recognised  as  an  expense  in 
the  period  when  the  write-down  occurs.  [IAS  2.34] 

There  are  a  number  of  disclosure  requirements  in  relation  to  inventory,  designed  to  provide 
the  users  of  the  financial  statements  with  information  on  the  level  and  turnover  of  inventory 
during  a  period.  Specific  disclosure  requirements  include  an  explanation  of  the  accounting 
policy  followed  in  measuring  inventory,  the  amount  of  inventory  held  at  the  year  end,  and  how 
much  of  this  has  been  valued  based  on  fair  value  less  costs  to  sell  (where  appropriate)  and 
details  of  inventory  related  expenditure  that  has  been  recognised  in  profit  or  loss  during  the 
year.  Amounts  recognised  in  profit  or  loss  will  be  for  inventories  sold  during  the  year  and 
amounts  written-down  where  the  NRV  is  less  than  cost  (or  reversals).  If  there  has  been  a 
reversal  of  a  previous  write  down,  then  the  circumstances  leading  to  the  increase  in  NRV 
should  be  explained.  In  addition,  if  inventory  has  been  pledged  as  security  for  liabilities,  this 
should  be  disclosed  and  quantified. 


6  Chapter  Review 

This  chapter  has  been  concerned  with  the  key  issues  relating  to  how  goods  produced  for  sale 
are  measured  in  inventory  prior  to  their  sale  to  customers. 

The  chapter  has  covered: 

■  the  objectives,  scope  and  definitions  and  disclosure  requirements  of  IAS  2; 

■  the  measurement  rule:  measure  at  the  lower  of  cost  and  realisable  value; 

■  what  constitutes  cost; 

■  the  FIFO  and  weighted  average  cost  formulae  for  inventory;  and 

■  the  disclosure  requirements  for  inventory. 
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7  Self  Test  Questions 
Chapter  6 

1 .  Which  TWO  of  the  following  should  be  taken  into  account  when  determining 

the  cost  of  inventories  per  IAS2  Inventories'? 

A  Storage  costs  of  part-finished  goods 

B  Trade  discounts 

C  Recoverable  purchase  taxes 

D  Administrative  costs 


According  to  IAS2  Inventories,  which  TWO  of  the  following  should  be 
accounted  for  in  the  cost  of  an  item  of  inventory? 

A  Material  wasted  due  to  a  machine  breakdown 

B  Import  duties  on  shipping  of  inventory  inwards 

C  Storage  costs  of  finished  goods 

D  Trade  discounts  received  on  purchase  of  inventory 


According  to  IAS2  Inventories,  which  TWO  of  the  following  costs  should  be 
included  in  inventory  valuations? 

A  Transport  costs  for  raw  materials 

B  Abnormal  material  usage 

C  Storage  costs  relating  to  finished  goods 

D  Fixed  production  overheads 


How  should  import  duties  be  dealt  with  when  valuing  inventories  at  the  lower 
of  cost  and  net  realisable  value  (NRV)  according  to  IAS2  Inventories? 

(select  one  answer) 

A  Added  to  cost 

B  Ignored 

C  Deducted  in  arriving  at  NRV 

D  Deducted  from  cost 


5.  How  should  prompt  payment  discount  be  dealt  with  when  valuing  inventories 

at  the  lower  of  cost  and  net  realisable  value  (NRV),  according  to  IAS2 
Inventories? 

(select  one  answer) 

A  Added  to  cost 

B  Ignored 

C  Deducted  in  arriving  at  NRV 

D  Deducted  from  cost 
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How  should  sales  staff  commission  be  dealt  with  when  valuing  inventories  at 
the  lower  of  cost  and  net  realisable  value  (NRV),  according  to  IAS2 
Inventories? 

(select  one  answer) 

A  Added  to  cost 

B  Ignored 

C  Deducted  in  arriving  at  NRV 

D  Deducted  from  cost 


7.  How  should  trade  discounts  be  dealt  with  when  valuing  inventories  at  the 

lower  of  cost  and  net  realisable  value  (NRV)  according  to  IAS2  Inventories? 

(select  one  answer) 

A  Added  to  cost 

B  Ignored 

C  Deducted  in  arriving  at  NRV 

D  Deducted  from  cost 


Are  the  following  statements  true  or  false,  according  to  IAS2  Inventories? 

(1)  Cost  of  factory  management  should  be  included  in  the  cost  of 
inventory. 

(2)  Maintenance  expenses  for  an  item  of  equipment  used  in  the 
manufacturing  process  should  be  included  in  the  cost  of  inventory. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Coronet  Company  has  a  cost  card  in  relation  to  an  item  of  goods 
manufactured  as  follows: 

CU 

Materials  70 

Storage  costs  of  finished  goods  18 

Delivery  to  customers  4 

Irrecoverable  purchase  taxes  6 

According  to  IAS2  Inventories,  at  what  figure  should  the  item  be  valued  in 
inventory? 


A 

CU88 

B 

CU76 

C 

CU98 

D 

CU94 

10.        The  Parrotbill  Company  produces  units  of  product  UB06.  The  following  costs 
have  been  incurred: 

CU  per  unit 

Direct  materials  and  labour  1.80 

Variable  production  overhead  0.25 

Factory  administrative  costs  0.15 

Fixed  production  costs  0.20 

Under  IAS2  Inventories,  what  is  the  correct  inventory  value  of  a  unit  of 
product  UB06? 


A 

CU2.05 

B 

CU2.25 

C 

CU1.95 

D 

CU2.40 
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1 1 .        The  Hopkins  Company  is  a  manufacturing  company.  The  cost  per  unit  of  an 
item  of  inventory  is  shown  on  its  card  as  follows: 

CU 

Materials  30 

Production  labour  costs  33 

Production  overheads  12 

General  administration  costs  10 

Marketing  costs  5 

According  to  IAS2  Inventories,  what  is  the  value  of  one  completed  item  of 
inventory  in  Hopkins's  statement  of  financial  position? 

A  CU63 

B  CU85 

C  CU75 

D  CU90 


12.        The  Motmot  Company  has  partially-completed  inventory  located  in  its  factory, 
to  which  the  following  estimates  relate: 

CU 

Production  costs  incurred  to  date  2,900 

Production  costs  to  complete  2,000 

Transport  costs  to  customer  300 

Future  selling  costs  400 

Selling  price  2,800 

According  to  IAS2  Inventories,  what  is  the  net  realisable  value  of  Motmot's 
inventory? 

A  CU2.100 

B  CU2.800 

C  CU400 

D  CU100 
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13.        The  Whimbrel  Company  has  two  products  in  its  inventory  which  have  costs 
and  selling  prices  per  unit  as  follows: 


Prodi 

uctX 
CU 

Prodi 

jctY 
CU 

Selling  price 

200 

300 

Materials  and  conversion  costs 

150 

180 

General  administration  costs 

30 

80 

Selling  costs 

60 

70 

Profit/(loss) 

(40) 

(30) 

At  the  year  end,  the  manufacture  of  items  of  inventory  has  been  completed 
but  no  selling  costs  have  yet  been  incurred. 

According  to  IAS2  Inventories,  should  these  products  be  carried  in  Whimbrel's 
statement  of  financial  position  at  cost  or  net  realisable  value  (NRV)  rule? 


Product  X 

Product  Y 

A 

NRV 

NRV 

B 

NRV 

Cost 

C 

Cost 

NRV 

D 

Cost 

Cost 
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Chapter  7 

PROPERTY,  PLANT  AND  EQUIPMENT 


1  Business  Context 

Businesses  operating  in  certain  industries,  for  example  manufacturing,  typically  have 
ownership  of  substantial  items  of  property,  plant  and  equipment  (PPE)  in  their  statements  of 
financial  position.  PPE  are  tangible  assets  such  as  freehold  and  leasehold  land  and  buildings, 
plant  and  machinery,  and  are  being  held  for  use  in  the  production  or  supply  of  goods  or 
services  or  for  administrative  purposes.  The  management  of  these  resources  underpins  the 
continued  viability  of  a  business  and  therefore  represents  a  key  feature  of  business  prosperity. 
It  is  important  therefore  that  users  of  financial  statements  understand  how  a  business  uses  its 
PPE  and  how  such  assets  are  treated  in  the  financial  statements. 

The  relevant  reporting  principles  are  set  out  in  IAS  16  Property,  plant  and  equipment.  To 
aid  comparability  the  standard  is  applied  across  all  industry  sectors. 

Although  financial  statements  have  typically  been  based  on  historical  cost,  being  the  value  at 
which  the  original  transaction  took  place,  recently  there  has  been  a  move  towards  including 
items  at  their  fair  value.  IAS  16  permits  either  treatment;  although  this  choice  leads  to  reduced 
comparability  across  entities,  it  reflects  the  fact  that  the  use  of  historical  cost  information  may 
not  always  provide  the  most  accurate  picture  of  the  entity's  financial  position. 


2  Chapter  Objectives 

This  chapter  deals  with  accounting  for  property,  plant  and  equipment  (PPE). 
On  completion  of  this  chapter  you  should  able  to: 

■  demonstrate  a  knowledge  of  the  objectives  and  scope  of  IAS  16; 

■  demonstrate  a  knowledge  of  the  important  terminology  and  definitions  relating  to 
PPE; 

■  demonstrate  an  understanding  of  the  key  principles  relating  to  the  recognition, 
measurement  and  depreciation  of  PPE;  and 

■  apply  IAS  16  knowledge  and  understanding  in  particular  circumstances  through  basic 
calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  16 

IAS  16's  objective  is  to  set  out  the  accounting  treatment  for  PPE.  The  principal  issues  in 
accounting  for  PPE  and  addressed  in  IAS  16  are  the  recognition  of  assets,  the  determination 
of  their  carrying  amounts  and  the  charging  of  depreciation.  The  standard  should  be  applied  in 
accounting  for  all  PPE  except  where  another  international  standard  specifically  requires  a 
different  approach  to  be  applied.  [IAS  16.2] 

PPE  are  tangible  assets  (they  have  physical  substance)  that  are  held  for  use  in  the  production 
or  supply  of  goods  or  services,  for  rental  to  others,  or  for  administrative  purposes  and  are 
expected  to  be  utilised  in  more  than  one  period.  [IAS  16.6] 

The  key  issue  in  terms  of  whether  an  asset  should  be  classified  as  PPE  is  the  use  to  which  an 
asset  is  being  put.  Many  items  may  be  either  non-current  or  current  assets  (i.e.  utilised  in 
more  than  one  period  or  in  only  one  period)  depending  on  how  they  are  used.  For  example, 
cars  held  for  resale  by  a  motor  dealer  are  inventories  (a  current  asset),  whereas  cars  held  for 
use  by  employees  on  entity  business,  or  as  a  benefit  in  kind,  are  PPE  (a  non-current  asset). 

The  cost  of  an  item  of  PPE  should  be  recognised  as  an  asset,  if  the  cost  can  be  measured 
reliably  and  it  is  probable  that  the  asset  will  generate  future  economic  benefits  for  the  entity.  It 
is  important  to  note  that  legal  ownership  of  the  item  of  PPE  is  not  required  for  recognition  by 
the  entity.  [IAS  16.7] 

IAS  16  does  not  prescribe  'the  unit  of  measurement'  for  an  item  of  PPE,  but  instead  leaves 
this  to  the  discretion  of  management.  Where  an  individual  item,  a  tool  for  example,  qualifies 
for  recognition  as  PPE  but  is  individually  insignificant,  it  may  be  appropriate  to  aggregate  it 
with  other  similar  items. 

3.1  Initial  recognition  and  elements  of  cost 

If  an  item  of  PPE  qualifies  for  recognition,  it  should  initially  be  recognised  at  its  cost.  Cost  is 
defined  as  'the  amount  of  cash  or  cash  equivalents  paid  and  the  fair  value  of  other 
consideration  given  to  acquire  an  asset  at  the  time  of  its  acquisition  or  construction'  and 
includes:  [IAS  16.6,  16.16] 

■  the  purchase  price,  including  all  non-refundable  duties  and  taxes,  but  net  of  any  trade 
discounts  received; 

■  costs  'directly  attributable'  to  bringing  the  asset  to  the  location  and  condition 
necessary  for  it  to  be  capable  of  operating  in  the  manner  intended  by  management; 
and 

■  the  initial  estimate  of  the  cost  of  dismantling  and  removing  the  item  and  site 
restoration  costs,  where  the  entity  has  an  obligation  to  return  the  site  to  its  original 
condition,  for  example  the  decommissioning  of  a  nuclear  power  plant. 

Directly  attributable  costs  include:  [IAS  16.17] 

■  costs  of  employee  benefits  arising  directly  from  the  construction  or  acquisition  of  the 
item;  and 

■  site  preparation,  initial  delivery  and  handling  costs,  installation  and  assembly  costs, 
costs  incurred  in  testing  that  the  asset  is  functioning  properly,  for  example  flight 
testing  of  a  new  aircraft,  and  professional  fees,  for  example  legal  costs  and  architects' 
fees. 

Costs  that  are  not  directly  attributable  to  the  item  cannot  be  recognised  as  part  of  the  PPE 
asset.  Such  costs  are  expensed  as  they  are  incurred,  unless  it  is  appropriate  to  recognise 
them  under  another  accounting  standard.  Examples  of  costs  that  should  normally  be 
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expensed  as  they  are  incurred  include  the  cost  of  opening  a  new  facility,  introducing  new 
products,  conducting  business  in  a  new  location  or  with  a  new  class  of  customer  and 
administration  and  general  overheads. 

3.2  Self-constructed  assets 

The  cost  of  a  self-constructed  asset  is  determined  using  the  same  principles  as  for  an  acquired 
asset.  It  is  therefore  not  appropriate  to  include,  as  part  of  the  cost  of  constructing  the  asset, 
an  allocation  for  internal  profit.  Any  abnormal  costs  incurred  by  the  entity,  for  example  those 
arising  from  design  errors,  wastage  or  industrial  disputes,  should  be  expensed  as  they  are 
incurred  and  do  not  form  part  of  the  capitalised  cost  of  the  PPE  asset. 

Borrowing  costs  incurred  in  the  construction  of  qualifying  assets  form  part  of  cost  in 
accordance  with  IAS  23  Borrowing  costs. 

3.3  Ceasing  recognition  of  costs 

The  recognition  of  costs  as  part  of  a  PPE  asset  should  stop  when  the  item  is  capable  of 
operating  in  the  manner  intended  by  management.  In  the  case  of  an  asset  being  built,  this  will 
be  when  it  has  been  fully  constructed  and  tested  and  is  installed  in  the  location  intended, 
even  if  the  asset  has  not  yet  been  put  into  use.  Any  operating  losses  that  are  incurred  during 
the  early  part  of  an  asset's  life  whilst  demand  is  being  built  up  should  not  be  recognised  as 
part  of  the  asset,  for  example  the  opening  of  a  new  hotel  complex. 


Illustration  1 

An  entity  is  constructing  a  new  production  facility.  The  cost  of  the  materials  used  was  CU20,000, 
consultancy  fees  were  CU1 ,000  and  site  preparation  costs  were  CU2,000.  All  of  these  are  direct 
costs  which  should  be  included  as  part  of  the  cost  of  the  asset. 

The  production  facility  will  require  dismantling  in  5  years  time  at  a  cost  of  CU800.  This  cost 
should  be  included  as  part  of  the  cost.  If  the  effect  of  the  time  value  of  money  is  significant,  the 
cost  of  dismantling  the  facility  should  be  recognised  at  its  present  value. 

Operating  losses  of  CU350  were  incurred  in  the  start  up  period  between  the  asset  becoming 
ready  for  use  and  full  production  commencing.  The  start  up  losses  cannot  be  capitalised. 


4  Measurement  of  Cost 

Cost  is  measured  as  the  cash  price  at  the  time  of  recognition  of  the  asset.  If  payment  is 
deferred  beyond  normal  credit  terms  then  the  cost  recognised  is  discounted  to  take  account 
of  the  time  value  of  money.  The  difference  is  recognised  as  interest. 

If  instead  of  paying  cash  to  acquire  an  asset,  the  entity  exchanges  one  of  its  assets,  the  new 
asset  should  be  recognised  at  'fair  value'.  Fair  value  is  defined  as  'the  amount  for  which  an 
asset  could  be  exchanged  between  knowledgeable,  willing  parties  in  an  arm's  length 
transaction'.  This  treatment  assumes  that  the  exchange  transaction  has  commercial 
substance  and  fair  value  can  be  measured  reliably.  [IAS  16.24] 

4.1  Subsequent  expenditure 

Routine  repairs  and  maintenance  and  servicing  costs  should  normally  be  recognised  in  profit 
or  loss  when  the  costs  are  incurred.  However,  in  circumstances  where  subsequent 
expenditure  enhances  the  value  of  the  asset  to  the  extent  that  additional  economic  benefits 
will  flow  to  the  entity,  the  additional  expenditure  should  be  recognised  as  part  of  the  asset's 
cost. 
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Where  an  asset  is  made  up  of  many  distinct  parts,  these  should  be  separately  identified,  as 
shown  in  illustration  3  below.  Therefore,  where  part  of  an  asset  is  replaced  at  regular 
intervals,  for  example  replacing  the  seats  within  an  aircraft,  the  additional  cost  will  replace  the 
cost  of  the  original  part  of  the  asset. 

IAS  16  also  sets  out  that  where  major  inspections  or  overhauls  take  place,  the  cost  of  such 
inspections  should  be  recognised  as  part  of  the  carrying  amount  of  the  item  of  PPE,  assuming 
that  the  overhaul  meets  the  recognition  criteria.  An  example  is  where  an  aircraft  is  required  to 
undergo  a  major  inspection  after  so  many  flying  hours.  Without  the  inspection  the  aircraft 
would  not  be  permitted  to  continue  flying. 


5  Measurement  after  Initial  Recognition 

Once  an  item  of  PPE  has  initially  been  recognised  at  cost,  the  entity  has  a  choice  of  how  it 
should  be  recognised  in  subsequent  periods.  The  entity  may  use  a  'cost  model'  (whereby  the 
item  of  PPE  continues  to  be  carried  at  cost  less  accumulated  depreciation  and  accumulated 
impairment  losses),  or  a  'revaluation  model'  (whereby  the  item  is  carried  at  its  fair  value  at  the 
date  of  revaluation  less  accumulated  depreciation  and  accumulated  impairment  losses).  [IAS 
16.28,  16.29,  16.30] 


6  Cost  Model  and  Depreciation 

The  cost  model  requires  the  initial  cost  of  the  asset  less  its  residual  value,  described  as  its 
depreciable  amount,  to  be  depreciated  over  its  useful  life.  This  is  a  way  of  charging  part  of 
the  net  cost  of  an  asset  in  each  period,  so  that  at  the  end  of  the  asset's  useful  life  to  the 
entity,  the  whole  of  its  net  cost  has  been  recognised  in  profit  or  loss.  In  each  period  the 
carrying  amount  of  the  asset  in  the  statement  of  financial  position  is  reduced  by  the 
depreciation  charged. 

The  asset  will  continue  to  be  depreciated  until  its  carrying  amount  is  zero  or  the  value  for 
which  the  entity  expects  to  be  able  sell  the  asset  at  the  end  of  its  useful  life,  i.e.  its  residual 
value.  Residual  value  should  be  assessed  each  period  on  the  assumption  that  the  asset  is 
already  at  the  end  of  its  useful  life  for  the  entity.  [IAS  16.51] 

The  useful  life  of  an  asset  is  the  period  of  time  over  which  an  asset  is  expected  to  be 
available  for  use  within  the  entity.  [IAS  16.6] 

The  carrying  amount  of  an  asset  is  the  amount  at  which  it  is  recognised  in  the  statement  of 
financial  position;  in  this  case,  it  represents  the  cost  of  the  asset  less  the  accumulated 
depreciation  charged  in  relation  to  the  asset  to  date. 

Depreciation  does  not  relate  to  the  value  of  an  asset,  because  it  is  a  way  of  writing  off  its  cost 
over  its  useful  life.  Therefore  an  increase  in  the  current  value  of  an  asset  does  not  itself 
justify  not  depreciating  the  asset. 

A  systematic  basis  should  be  used  to  allocate  the  depreciation  on  an  item  of  PPE  over  its 
useful  life.  This  basis  should  reflect  the  pattern  in  which  future  economic  benefits  are  enjoyed 
by  the  entity.  For  example,  if  it  is  expected  that  an  item  of  machinery  will  have  broadly  the 
same  production  levels  throughout  its  useful  life,  then  a  constant  charge  for  depreciation 
would  be  appropriate  (this  is  known  as  the  straight-line  method).  [IAS  16.50,  16.60] 

IAS  16  also  specifically  mentions  two  other  methods  of  depreciation.  The  first  is  the  units  of 
production  method.  This  is  where  an  estimate  is  made  of  the  number  of  units  of  production 
that  will  be  achieved  over  the  life  of  the  asset.  Each  period,  the  amount  recognised  in  profit 
or  loss  is  based  on  the  level  of  production  in  the  period.  The  third  method  is  known  as 
'diminishing  balance'.  Using  this  method,  the  amount  of  depreciation  that  is  charged  each 
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year  reduces  as  the  asset  gets  older.  This  is  achieved  by  charging  a  constant  percentage 
against  the  reducing  carrying  amount  of  the  asset.  This  method  is  sometimes  used  for  new 
motor  vehicles. 

The  depreciation  charge  for  each  period  should  usually  be  recognised  directly  in  profit  or 
loss.  [IAS  16.48] 


Illustration  2 

An  entity  acquires  an  asset  for  CU1 0,000.  It  is  expected  to  have  e 
which  time  the  asset  will  be  scrapped.  The  asset  has  no  residua 

i  useful  life  often  years,  after 
1  value. 

Straight-line  method 

The  depreciation  charged  in  each  of  the  ten  years  of  the  asset's 

life  will  be: 

CU10,000/10 

years  =  CU1,000 

per  annum. 

Units  of  production  method 

It  is  estimated  that  the  asset  will 
plan  is  as  follows: 

produce  100,000  units  over  its  ten-year  life.  The  production 

Year 

Production 

Depreciation 

1 

5,000 

CU 1 0,000  x  (5/100  units)  = 

CU500 

2 

8,000 

CU 1 0,000  x  (8/100  units)  = 

CU800 

3 

10,000 

CU1 0,000  x  (10/100  units)  = 

CU1,000 

4 

12,000 

CU1 0,000  x  (12/100  units)  = 

CU  1,200 

5 

16,000 

CU1 0,000  x  (16/100  units)  = 

CU  1,600 

6 

16,000 

CU1 0,000  x  (16/100  units)  = 

CU  1,600 

7 

12,000 

CU1 0,000  x  (12/100  units)  = 

CU  1,200 

8 

9,000 

CU  1 0,000  x  (9/100  units)  = 

CU900 

9 

7,000 

CU  1 0,000  x  (7/100  units)  = 

CU700 

10 

5,000 

CU  1 0,000  x  (5/100  units)  = 

CU500 

Diminishing 

balance  method 

Depreciation  is  charged  at  25%  per  annum  on  a  diminishing  balance  basis.  In  this  scenario  it 
is  assumed  that  the  asset  will  have  a  small,  but  insignificant,  value  at  the  end  of  the  ten-year 
estimated  life. 

Year             Carrying  amount 
at  start  of  year 

Depreciation 

1 

10,000 

CU10,000x25%  = 

CU2,500 

2 

7,500 

CU7,500  x  25%  = 

CU1.875 

3 

5,625 

CU5.625  x  25%  = 

CU  1,406 

4 

4,219 

CU4,219x25%  = 

CU1.055 

5 

3,164 

CU3,164x25%  = 

CU791 

6 

2,373 

CU2.373  x  25%  = 

CU593 

7 

1,780 

CU1,780x25%  = 

CU445 
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8 
9 
10 


1,335 

1,001 

751 


CU1,335x25% 
CU  1,001  x25% 
CU751  x  25%  = 


CU334 
CU250 
CU188 


Each  significant  part  of  an  item  of  PPE  should  be  depreciated  separately.  For  example,  an 
aircraft's  engines  will  be  depreciated  separately  from  its  airframe,  when  they  have  different 
useful  lives.  [IAS  16.43] 

Land  and  buildings  are  separable  assets  and  should  therefore  be  accounted  for  separately 
even  where  they  were  acquired  together.  Land  usually  has  an  infinite  life,  with  some 
exceptions  such  as  quarries  and  landfill  sites,  whereas  buildings  do  not  and  should 
therefore  be  depreciated. 


Illustration  3 

An  entity  has  acquired  a  new  freehold  building  with  a  useful  life  of  50  years  for  CU7,000,000. 
The  entity  has  identified  the  following  components  and  calculated  the  depreciation  charge  per 
annum  using  a  straight-line  method  as  follows. 


Component 

Useful  life 

Cost 

Depreciation 

(years) 

(per  annum) 

Land 

Infinite 

CU2,000,000 

Nil 

Roof 

25 

CU1 ,000,000 

CU40,000 

Lifts 

20 

CU500,000 

CU25,000 

Fixtures 

10 

CU500,000 

CU50,000 

Remainder  of  building 

50 

CU3,000,000 

CU60,000 

CU7,000,000 

CU175,000 

When  the  roof  requires  replacement  at  the  end  of  its  useful  life  the  carrying  amount  will  be  nil. 
The  cost  of  replacing  the  roof  should  be  recognised  as  a  new  component. 


An  entity  is  required  to  review  at  least  once  a  year  the  depreciation  methods  used  and  the 
estimated  useful  life  of  its  assets.  If  a  change  in  the  depreciation  method  or  in  the  asset's 
useful  life  is  made,  the  new  method,  or  life,  is  used  from  that  date.  The  carrying  amount  of  the 
asset  at  the  date  of  change  will  be  depreciated  over  the  new  life,  or  by  using  the  revised 
method  in  future  periods.  No  restatement  is  made  for  the  accounting  treatment  used  in  earlier 
periods.  Such  a  change  is  known  as  a  change  in  accounting  estimate  and  is  addressed  in  IAS  8 
Accounting  policies,  changes  in  accounting  estimates  and  errors.  [IAS  16.51 ,  16.61] 


Illustration  4 

A  machine  is  acquired  for  CU60,000  and  is  estimated  to  have  a  useful  life  of  15  years. 
Depreciation  is  being  calculated  on  a  straight-line  basis.  The  asset  has  no  residual  value.  The 
depreciation  charge  each  year  and  the  carrying  amount  of  the  asset  at  the  end  of  year  5  is: 

Annual  depreciation  in  years  1  to  5  is: 

CU60,000  / 15  years  =  CU4,000. 
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Carrying  amount  of  the  asset  at  the  end  of  year  5  is: 

CU60,000  -  (CU4,000  x  5  years)  =  CU40,000. 

The  entity  revises  the  machine's  useful  life  at  the  end  of  year  5,  because  of  changes  in 
technology,  and  estimates  that  it  only  has  a  further  4  years'  life  before  it  will  need  replacing. 

At  the  end  of  year  5,  the  remaining  life  is  estimated  to  be  4  years. 

Annual  depreciation  charge  in  years  6  to  9  is: 

CU40.000  /  4  years  =  CU1 0,000. 


The  charging  of  depreciation  should  begin  when  the  asset  is  ready  for  use  and  should  stop 
only  when  the  asset  is  derecognised.  During  periods  when  the  asset  is  standing  idle, 
depreciation  continues  to  be  charged.  If  the  units  of  production  method  of  depreciation  is 
being  used,  then  during  idle  periods  the  charge  may  be  zero. 


7  Revaluation  Model 

Following  initial  recognition  of  an  item  of  PPE,  it  may  be  carried  at  a  revalued  amount, 
assuming  that  its  fair  value  can  be  measured  reliably.  If  the  revaluation  model  is  used,  then 
valuations  should  be  carried  out  at  regular  intervals  to  ensure  that  the  valuation  remains  up  to 
date.  [IAS  16.31] 

Fair  value  would  generally  be  market  value  and  is  usually  assessed  by  a  professionally 
qualified  valuer.  However,  for  some  specialised  property,  such  as  an  oil  rig,  there  is  no  ready 
market  because  such  items  are  rarely  sold  except  as  part  of  a  continuing  business.  In  these 
circumstances,  the  standard  sets  out  that  the  fair  value  should  be  estimated  using  an  income, 
or  a  depreciated  replacement  cost  approach.  A  depreciated  replacement  cost  approach  looks 
at  what  the  replacement  cost  of  an  asset  would  be  and  then  depreciates  that  value  for  the 
current  age  of  the  asset  held.  [IAS  16.33] 


Illustration  5 

An  entity  acquires  a  specialised  piece  of  machinery  for  CU200,000.  Due  to  the  specialised  nature 
of  the  machinery,  there  is  no  active  resale  market  for  it.  The  entity  revalues  its  plant  and 
machinery. 

The  machine  is  currently  a  quarter  of  its  way  through  its  life  and  therefore  its  carrying  amount 
would  have  been  CU1 50,000  using  a  cost  model  and  assuming  a  straight-line  method  of 
depreciation  with  no  residual  value.  To  replace  the  asset  new  would  cost  CU300,000.  The 
estimated  depreciated  replacement  cost  would,  therefore,  be  75%  of  the  CU300,000,  i.e. 
CU225,000. 


If  an  entity  decides  to  use  the  revaluation  model,  then  it  should  do  so  for  the  entire  'class'  of 
assets,  it  may  not  revalue  individual  assets.  Examples  of  classes  of  assets  include:  [IAS  16.37] 

■  land  and  buildings; 

■  machinery; 

■  fixture  and  fittings;  and 

■  motor  vehicles. 
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7.1  Upward  valuations 

The  general  principle  is  that  an  increase  in  value  on  the  revaluation  of  an  asset  is  recognised 
in  other  comprehensive  income  and  accumulated  in  equity  under  the  heading  of  revaluation 
surplus.  [IAS  16.39] 

However,  if  an  upward  valuation  reverses  an  earlier  downward  valuation  (see  below)  which 
was  recognised  directly  in  profit  or  loss,  the  upward  valuation  is  also  recognised  directly  in 
profit  or  loss  to  the  extent  that  it  reverses  the  previous  decrease.  Any  excess  above  the 
previous  decrease  in  value  should  be  recognised  in  other  comprehensive  income  and 
accumulated  in  equity  under  the  general  principle.  This  treatment  puts  the  entity  back  to  the 
original  position  as  if  the  original  decrease  in  value  recognised  directly  in  profit  or  loss  had 
not  arisen. 

7.2  Downward  valuations 

The  general  principle  is  to  account  for  a  downward  valuation  of  an  item  of  PPE  by 
recognising  the  decrease  directly  in  profit  or  loss.  However,  where  there  has  been  a  previous 
upward  valuation  of  the  asset  that  was  recognised  in  other  comprehensive  income  and 
accumulated  in  equity  and  part  of  that  surplus  remains  in  the  revaluation  surplus,  the 
decrease  in  valuation  should  first  be  recognised  against  this  surplus.  Any  excess  should  then 
be  recognised  directly  in  profit  or  loss.  [IAS  16.40] 

7.3  Depreciation  and  revalued  assets 

Depreciation  is  still  applicable  to  revalued  assets  since,  as  discussed  above,  it  is  a  way  of 
charging  the  cost  (or  revalued  amount)  of  an  asset  in  each  period,  so  that  at  the  end  of  the 
asset's  useful  life  the  whole  of  its  cost  (or  revalued  amount),  less  any  residual  value,  has 
been  recognised  in  profit  or  loss.  Where  the  asset  has  been  revalued,  the  depreciation  is 
based  on  the  revalued  amount  rather  than  on  its  cost.  Depreciation  on  a  revalued  asset  is  still 
recognised  directly  in  profit  or  loss. 

On  revaluation  of  an  asset,  the  depreciation  should  be  based  on  the  new  valuation  over  the 
number  of  remaining  years  of  the  asset's  useful  life  at  the  time  of  the  latest  valuation. 


Illustration  6 

An  entity  acquires  an  item  of  PPE  for  CU50,000,  which  is  depreciated  over  20  years.  Three 
years  later,  the  asset  is  revalued  to  CU60,000.  The  useful  life  has  not  changed. 

On  revaluation  the  depreciation  will  be  based  on  CU60,000  over  the  remaining  17  years. 


The  amount  transferred  to  the  revaluation  surplus  should  represent  the  difference  between 
the  carrying  amount  of  the  asset  at  the  date  of  revaluation  and  the  new  revalued  amount. 

Illustration  7 

An  entity  acquires  an  item  of  PPE  for  CU50,000,  which  is  depreciated  over  20  years.  Three 
years  later,  the  asset  is  revalued  to  CU60,000. 

Depreciation  of  (CU50,000  /  20  years)  x  3  years  =  CU7,500  has  been  set  against  the  gross 
cost  of  the  asset  to  give  a  carrying  amount  of  CU50,000  less  CU7,500  (i.e.  CU42,500)  at  the 
date  of  the  revaluation. 

Compare  the  carrying  amount  of  CU42,500  with  the  revalued  amount  of  CU60,000  and 
recognise  the  difference  of  CU1 7,500  in  other  comprehensive  income  and  accumulate  it  in 
equity  in  the  revaluation  surplus. 
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The  revaluation  surplus  included  in  equity  in  respect  of  an  item  of  PPE  may  be  transferred  to 
retained  earnings  when  the  asset  is  derecognised.  This  may  occur  upon  sale.  However,  some 
of  the  surplus  may  be  transferred  as  the  asset  is  used  by  the  entity.  The  amount  transferred  is 
the  difference  between  the  depreciation  based  upon  the  revalued  amount  and  that  based 
upon  historical  cost.  [IAS  16.41] 


Illustration  8 

An  entity  owns  a  building  which  originally  cost  CU200,000.  The  property  is  depreciated  over 
50  years  on  a  straight-line  basis  with  no  residual  value.  The  entity  adopts  a  policy  of 
revaluation  for  property.  The  property  has  so  far  had  three  valuations  as  follows. 

At  the  start  of  year  2  -  valuation  CU230,000. 
At  the  start  of  year  4  -  valuation  CU260,000. 
At  the  start  of  year  6  -  valuation  CU300,000. 

In  year  1  depreciation,  based  on  the  cost  of  the  property,  is  CU4,000  (i.e.  CU200,000  /  50 
years). 

In  following  years  the  depreciation  charge  is  based  on  the  valuation  at  the  start  of  the  year. 

Annual  depreciation: 

Year  1  -  CU200,000  /  50  years  =  CU4,000. 
Year  2  -  CU230,000  /  49  years  =  CU4.694. 
Year  3  -  CU230,000  /  49  years  =  CU4.694. 
Year  4  -  CU260,000  /  47  years  =  CU5.532. 
Year  5  -  CU260,000  /  47  years  =  CU5.532. 
Year  6  -  CU300,000  /  45  years  =  CU6.667. 

Revaluation  surpluses: 

Start  Year  2: 

Carrying  amount  of  the  property  is  CU200,000  -  CU4,000  =  CU1 96,000. 
Revalued  amount  is  CU230,000. 

Balance  transferred  to  revaluation  surplus  is  CU34,000. 

Start  Year  4: 

Carrying  amount  of  the  property  is  CU230,000  -  (CU4,694  x  2)  =  CU220,61 2. 
Revalued  amount  is  CU260,000. 

Balance  transferred  to  revaluation  surplus  is  CU39,388. 

Start  Year  6: 

Carrying  amount  of  the  property  is  CU260,000  -  (CU5,532  x  2)  =  CU248,936. 
Revalued  amount  is  CU300,000. 

Balance  transferred  to  revaluation  surplus  is  CU51 ,064. 

The  amounts  transferred  from  the  revaluation  surplus  to  retained  earnings  as  the  revaluation 
surplus  is  realised  through  depreciation  are: 

Year  1  -  nil. 

Year  2  -  CU4.694  -  CU4.000  =  CU694. 
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Year  3  -  CU4.694  -  CU4.000  =  CU694. 
Year  4  -  CU5.532  -  CU4.000  =  CU1 ,532. 
Year  5  -  CU5.532  -  CU4.000  =  CU1 ,532. 
Year  6  -  CU6.667  -  CU4.000  =  CU2.667. 


8  Impairment  of  PPE 

IAS  36  Impairment  of  assets  requires  that  an  item  of  PPE  is  reviewed  to  ensure  that  there  has 
not  been  an  impairment  of  the  asset.  Impairment  arises  when  the  carrying  amount  of  the 
asset  is  higher  than  its  recoverable  amount.  For  example,  a  car  has  a  carrying  amount  of  say 
CU1 0,000,  but  due  to  a  new  model  being  released  by  the  manufacturer,  the  amount  that 
could  be  recovered  through,  say,  the  sale  of  the  car  is  only  CU7,000. 

IAS  36  sets  out  when  an  entity  should  review  items  of  PPE  for  impairment,  how  impairments 
are  calculated  and  the  accounting  treatment  required  for  them. 

Compensation  may  be  received  from  a  third  party  for  an  item  of  PPE  when  it  is  impaired,  lost, 
or  given  up,  for  example  an  insurance  payment  where  an  asset  has  been  damaged  by  fire. 
IAS  16  states  that  the  impairment  or  loss  of  an  asset,  any  compensation  received  in  relation 
to  the  asset  and  any  subsequent  purchase  to  replace  the  asset  are  all  separate  events  and 
hence  should  be  accounted  for  individually.  Any  compensation  received  for  an  impaired,  or 
lost,  asset  should  therefore  be  recognised  in  profit  or  loss  when  the  amount  becomes 
receivable.  [IAS  16.65] 


9  Derecognition  of  an  Item  of  PPE 

An  item  of  PPE  should  be  removed  from  the  statement  of  financial  position  (i.e.  derecognised) 
when  it  is  disposed  of  or  when  no  future  economic  benefits  are  expected  from  its  use.  On 
removal  from  the  statement  of  financial  position,  a  gain  or  loss  should  be  recognised  in  profit 
or  loss.  The  gain  or  loss  is  calculated  by  comparing  the  carrying  amount  of  the  asset  with  the 
net  disposal  proceeds  received  after  deducting  selling  costs.  The  gain  or  loss  is  calculated  in 
the  same  way,  regardless  of  whether  the  asset  is  revalued  or  not.  Any  gain  should  not  be 
classified  as  part  of  the  entity's  revenue.  [IAS  16.67,  16.68,  16.71] 

The  date  of  disposal  and  presentation  of  an  asset  held  for  resale  should  be  determined  by 
considering  the  criteria  set  out  in  IAS  18  Revenue  and  IFRS  5  Non-current  assets  held  for 
sale  and  discontinued  operations. 

If  on  disposal  of  a  revalued  asset  there  remains  a  balance  on  the  revaluation  surplus  relating 
to  the  asset,  this  balance  should  be  transferred  to  retained  earnings.  This  transfer  is  shown  as 
a  movement  between  reserves  and  does  not  form  part  of  any  profit  or  loss  on  disposal  of  the 
item. 
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10  Disclosure  Requirements 

IAS  1 6  requires  that  a  reconciliation  of  the  carrying  amount  at  the  beginning  and  end  of  each 
period  is  disclosed  in  relation  to  the  movement  in  PPE.  The  reconciliation  should  show  all 
movements  during  the  period,  including  additions,  assets  classified  as  held  for  sale  and  other 
disposals,  impairment  losses,  revaluations,  depreciation  and  acquisitions  made  as  part  of  a 
business  combination.  The  most  practical  way  to  meet  these  disclosure  requirements  is  to 
present  the  information  in  the  form  of  a  table.  The  reconciliation  should  be  set  out  for  each 
class  of  assets.  [IAS  16.73] 

In  addition  to  a  full  reconciliation,  the  entity  should  disclose  its  depreciation  policy  and  rates 
(or  length  of  the  useful  lives).  Where  the  entity  adopts  a  policy  of  revaluation,  this  should  be 
explained  along  with  information  on  when  the  last  valuation  exercise  was  carried  out,  whether 
the  valuation  was  carried  out  by  an  independent  valuer,  the  major  assumptions  used  in  the 
valuation  and  on  what  basis  the  fair  value  was  determined,  for  example  by  reference  to  an 
active  market.  In  addition,  the  carrying  amount  of  the  revalued  asset  based  on  cost  should  be 
set  out,  along  with  the  amount  of  the  revaluation  surplus,  with  any  movements  during  the 
period  highlighted.  [IAS  16.77] 

Information  is  also  required  to  be  disclosed  on  a  number  of  ancillary  items  which  involve  PPE. 
These  disclosures  include  the  existence  and  amount  of  any  restrictions  on  the  title  of  PPE 
(where  PPE  has  been  pledged  as  security  over  some  of  the  entity's  liabilities),  the  amount  of 
any  expenditure  recognised  in  respect  of  assets  in  the  course  of  construction,  the  amount  of 
any  contractual  commitments  for  the  future  acquisition  of  items  of  PPE  and  the  amount  of  any 
compensation  received  in  respect  of  impaired  or  lost  assets.  [IAS  16.74] 


1 1  Chapter  Review 

This  chapter  has  been  concerned  with  the  key  issues  relating  to  how  PPE  is  recognised,  valued 
and  depreciated. 

The  chapter  has  covered: 

the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  16; 

cost  model  versus  revaluation  model; 

different  methods  of  depreciation; 

an  overview  of  impairment; 

derecognition; 

when  to  start  and  cease  recognition;  and 

what  cost  can  be  recognised  as  part  of  the  asset  and  what  should  be  expensed. 
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1 2  Self  Test  Questions 
Chapter  7 

1 .  Which  ONE  of  the  following  statements  best  describes  'residual  value'? 

A  The  estimated  net  amount  currently  obtainable  if  the  asset  were  at  the 

end  of  its  useful  life 
B  The  present  value  of  estimated  future  cash  flows  expected  to  arise 

from  the  continuing  use  of  the  asset  and  from  its  ultimate  disposal 
C  The  amount  at  which  the  asset  could  be  exchanged  between 

knowledgeable,  willing  parties  in  an  arm's  length  transaction 
D  The  amount  of  cash  or  cash  equivalents  that  could  currently  be 

obtained  by  selling  the  asset  in  an  orderly  disposal 


Which  ONE  of  the  following  terms  best  describes  the  cost  (or  an  amount 
substituted  for  cost)  of  an  asset  less  its  residual  value? 

A  Revalued  amount 

B  Carrying  amount 

C  Recoverable  amount 

D  Depreciable  amount 


Which  ONE  of  the  following  statements  best  describes  the  carrying  amount  of 
an  asset? 

A  The  cost  (or  an  amount  substituted  for  cost)  of  the  asset  less  its 

residual  value 
B  The  amount  at  which  the  asset  is  recognised  in  the  statement  of 

financial  position  after  deducting  any  accumulated  depreciation  and 

accumulated  impairment  losses 
C  The  higher  of  the  asset's  net  selling  price  and  its  value  in  use 

D  The  fair  value  of  the  asset  at  the  date  of  a  revaluation  less  any 

subsequent  accumulated  impairment  losses 


Which  ONE  of  the  following  terms  best  describes  the  removal  of  an  asset 
from  an  entity's  statement  of  financial  position? 

A  Derecognition 

B  Impairment 

C  Write-off 

D  Depreciation 
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Which  ONE  of  the  following  statements  best  describes  the  term 
'depreciation'? 

A  The  systematic  allocation  of  an  asset's  cost  less  residual  value  over  its 

useful  life 
B  The  removal  of  an  asset  from  an  entity's  statement  of  financial  position 

C  The  amount  by  which  the  recoverable  amount  of  an  asset  exceeds  its 

carrying  amount 
D  The  amount  by  which  the  carrying  amount  of  an  asset  exceeds  its 

recoverable  amount 


Are  the  following  statements  regarding  the  cost  of  an  asset  true  or  false, 
according  to  IAS16  Property,  plant  and  equipment? 

(1)  The  cost  includes  cash  equivalents  paid  to  acquire  an  asset. 

(2)  The  cost  includes  the  fair  value  of  any  non-monetary  consideration 
given  to  acquire  an  asset. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


7.  Which  of  the  following  terms  best  describes  the  systematic  allocation  over  its 

useful  life  of  the  cost  of  an  asset,  or  other  amount  substituted  for  cost,  less  its 
residual  value? 

A  Depreciation 

B  Derecognition 

C  Impairment 

D  Value  in  use 


Which  ONE  of  the  following  terms  best  describes  the  amount  at  which  an 
asset  could  be  exchanged  between  knowledgeable,  willing  parties  in  an  arm's 
length  transaction? 

A  Fair  value 

B  Value  in  use 

C  Residual  value 

D  Realisable  value 
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Which  TWO  of  the  following  statements  are  correct  per  IAS16  Property,  plant 
and  equipment? 

A  Assets  are  depreciated  even  if  their  fair  value  exceeds  their  carrying 

amount 
B  Land  and  buildings  are  accounted  for  separately,  even  when  acquired 

together 
C  A  non-current  asset  acquired  as  the  result  of  an  exchange  of  assets  is 

not  recognised 
D  A  gain  on  disposal  of  a  non-current  asset  is  classified  as  revenue 


10.        According  to  IAS16  Property,  plant  and  equipment,  which  TWO  of  the 
following  items  should  be  capitalised  into  the  cost  of  property,  plant  and 
equipment? 

A  Cost  of  excess  materials  resulting  from  a  purchasing  error 

B  Cost  of  testing  whether  the  asset  works  correctly 

C  Initial  operating  losses  whilst  demand  builds  up 

D  Cost  of  preparing  the  site  for  installation 


1 1 .  Under  the  principles  of  IAS16  Property,  plant  and  equipment,  which  TWO  of 
the  following  should  be  included  in  the  cost  of  an  item  of  property,  plant  and 
equipment? 

A  Initial  delivery  and  handling  costs 

B  Apportioned  general  overhead  costs 

C  Costs  of  training  staff  on  the  new  asset 

D  Installation  and  assembly  costs 


12.        Which  TWO  of  the  following  disclosures  must  be  made  under  IAS16  Property, 
plant  and  equipment? 

A  The  existence  and  amounts  of  restrictions  on  title 

B  A  narrative  discussion  of  future  capital  expenditure  plans 

C  The  disposal  proceeds  of  each  major  asset  sold  in  the  period 

D  The  measurement  bases  used  for  determining  the  gross  carrying 

amount 


13.        Which  ONE  of  the  following  statements  regarding  depreciation  is  true, 
according  to  IAS16  Property,  plant  and  equipment? 

A  An  asset  must  be  depreciated  from  the  date  of  its  purchase  to  the  date 

of  sale 
B  The  annual  depreciation  charge  should  be  constant  over  the  life  of  the 

asset 
C  The  total  cost  of  an  asset  must  eventually  be  depreciated 

D  If  the  carrying  amount  of  an  asset  is  less  than  the  residual  value, 

depreciation  is  not  charged 
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14.        Under  IAS16  Property,  plant  and  equipment,  which  TWO  of  the  following 
costs  relating  to  non-current  assets  should  be  capitalised? 

A  Replacement  of  a  building's  roof  every  1 5  years 

B  Maintenance  of  an  asset  on  a  three-monthly  basis 

C  Installation  and  assembly  costs 

D  Replacement  of  small  spare  parts  annually 


15.        The  Charcoal  Company  is  purchasing  a  second-hand  polishing  machine  from 
a  competitor  who  has  gone  bankrupt.  It  will  incur  the  following  costs: 

CU 

Agreed  price  to  be  paid  to  vendor  8,000 

Dismantling  the  machine  at  its  current  location  400 

Transportation  to  Charcoal's  factory  350 

Machine  refurbishment  costs  prior  to  re-installation  175 

Re-installation  125 

Under  IAS16  Property,  plant  and  equipment,  the  total  included  in  non-current 
assets  in  respect  of  the  machine  should  be 

A  CU8.875 

B  CU9.050 

C  CU8.125 

D  CU8.000 


16.        The  Plaice  Company  acquired  a  new  filing  machine,  the  list  price  of  which 

was  CU49.000.  The  supplier  allowed  a  trade  discount  of  CU1 ,700  off  the  list 
price. 

On  delivery,  the  cost  of  installing  the  machine  in  its  desired  location  was 
CU450. 

According  to  IAS16  Property,  plant  and  equipment,  at  what  cost  should  the 
filing  machine  be  measured  in  the  financial  statements  of  Plaice? 

A  CU47.750 

B  CU49.000 

C  CU49.450 

D  CU47.300 
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17.        The  Tanager  Company  purchased  a  boring  machine  on  1  January  20X1  for 
CU81.000. 

The  useful  life  of  the  machine  is  estimated  at  3  years  with  a  residual  value  at 
the  end  of  this  period  of  CU6,000. 

During  its  useful  life,  the  expected  units  of  production  from  the  machine  are: 


20X1 

12,000  units 

20X2 

7,000  units 

20X3 

5,000  units 

What  should  be  the  depreciation  expense  for  the  year  ended  31  December 
20X2,  using  the  most  appropriate  depreciation  method  permitted  by  IAS16 
Property,  plant  and  equipment? 

A  CU27.000 

B  CU21.875 

C  CU23.625 

D  CU25.000 


18.        The  Lamprey  Defence  Company  acquired  an  aeroplane  in  20X5.  At  the  time 
of  acquisition,  the  cost  of  the  jet  frame  was  CU4.6million  and  the  additional 
cost  of  the  engine  was  CU600,000. 

In  20X8,  the  engine  was  replaced  with  a  new  one  costing  CU1,100,000.  At 
the  time  of  replacement,  the  accumulated  depreciation  to  date  on  the  jet 
frame  was  CU1 ,750,000  and  on  the  engine  was  CU400,000. 

Using  the  principles  outlined  in  IAS16  Property,  plant  and  equipment,  what 
amount  should  be  derecognised  at  the  date  of  replacement? 


A 

CU200.000 

B 

Nil 

C 

CU600.000 

D 

CU1.100.000 
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19.        The  Matteo  Company  acquired  a  drilling  machine  on  1  October  20X5  at  a 
cost  of  CU25,000  and  depreciated  it  at  25%  per  annum  on  a  straight  line 
basis. 

On  1  October  20X7,  CU5,000  was  spent  on  an  upgrade  to  the  machine  in 
order  to  improve  its  efficiency  and  increase  the  inflow  of  economic  benefits 
over  the  machine's  remaining  life. 

According  to  IAS16  Property,  plant  and  equipment,  what  depreciation 
expense  should  be  recognised  in  profit  or  loss  for  the  year  ended  30 
September  20X8? 

A  CU8.750 

B  CU6.250 

C  CU7.500 

D  CU1 1,250 


20.        The  Maraldi  Company  purchased  a  non-current  asset  with  a  useful  life  of  12 
years  on  1  January  20X7  for  CU6,500,000. 

At  its  year  end  of  31  December  20X7,  the  amount  the  company  would  receive 
from  the  disposal  of  the  asset  if  it  was  already  of  the  age  and  in  the  condition 
expected  at  the  end  of  its  useful  life  was  estimated  at  CU700,000.  Inclusive  of 
inflation  the  actual  amount  expected  to  be  received  on  disposal  was 
estimated  at  CU900,000. 

What  should  be  the  depreciation  charge  under  IAS16  Property,  plant  and 
equipment,  for  the  year  ended  31  December  20X7? 

A  CU483.333 

B  CU466.667 

C  Nil 

D  CU541.667 
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Chapter  8 

BORROWING  COSTS 

1  Business  Context 

Inventories  that  require  a  number  of  manufacturing  processes  or  the  construction  of  non- 
current  assets  such  as  investment  properties  or  a  cruise  liner  can  take  a  significant  time  to 
complete.  In  addition,  they  typically  require  substantial  capital  expenditure  and  are  therefore 
often  financed  through  borrowings  on  which  the  entity  incurs  finance  costs. 

The  issue  is  whether  borrowing  costs  specifically  incurred  on  the  construction  of  such  assets 
form  part  of  the  cost  of  such  assets.  The  treatment  can  have  a  significant  effect  on  the  results 
and  capital  employed  for  an  entity. 


2  Chapter  Objectives 

This  chapter  deals  with  the  treatment  of  costs  of  financing  the  construction,  production  or 
acquisition  of  a  qualifying  asset. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  demonstrate  a  knowledge  of  the  objectives  and  scope  of  IAS  23  Borrowing  costs; 

■  demonstrate  an  understanding  of  the  principles  relating  to  the  treatment  of  borrowing 
costs;  and 

■  apply  IAS  23  knowledge  through  basic  calculations. 

3  Objectives,  Scope  and  Definitions  of  IAS  23 

The  objective  of  IAS  23  is  to  set  out  the  accounting  treatment  for  borrowing  costs. 

The  principal  issue  is  whether  finance  costs  on  borrowings  incurred  during  the  construction  of 
an  asset  are,  in  effect,  part  of  the  cost  of  the  asset.  The  recognition  of  borrowing  costs  as  part 
of  the  cost  of  the  related  asset  is  known  as  'capitalising'  such  costs. 

A  revised  version  of  IAS  23  was  issued  in  2007,  although  its  adoption  is  only  mandatory  for 
accounting  periods  beginning  on  or  after  1  January  2009. 

The  previous  version  of  IAS  23  allowed  two  treatments  for  the  recognition  of  certain  borrowing 
costs.  The  benchmark  treatment  was  to  expense  borrowing  costs  in  profit  or  loss  in  the 
period  in  which  they  were  incurred.  Under  the  allowed  alternative  treatment  borrowing  costs 
could  be  capitalised  as  part  of  a  qualifying  asset  in  specific  circumstances.  The  finance  costs 
on  the  relevant  borrowings  became  part  of  the  overall  asset  and  were  therefore  recognised  in 
profit  or  loss  as  the  asset  was  depreciated  over  its  useful  life,  rather  than  as  incurred. 

The  2007  version  of  IAS  23  requires  entities  to  capitalise  all  relevant  borrowing  costs.  The 
alternative  treatment,  to  immediately  recognise  borrowing  costs  in  profit  or  loss,  was  removed 
to  improve  comparability  and  to  align  the  accounting  treatment  with  US  Generally  Accepted 
Accounting  Policies  (GAAP). 

Two  scope  exclusions  were  inserted  into  the  2007  version  of  IAS  23.  The  first  is  in  relation  to 
qualifying  assets  that  are  measured  at  fair  value,  such  as  biological  assets;  because  the 
assets  are  measured  at  fair  value,  their  carrying  amount  will  not  be  affected  by  borrowing 
costs.  The  second  is  in  relation  to  inventories  that  are  produced  in  large  quantities  on  a 
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repetitive  basis;  because  of  the  difficulties  of  monitoring  directly  attributable  borrowing  costs, 
entities  are  permitted  to  immediately  expense  in  profit  or  loss  any  related  borrowing  costs. 

The  rest  of  this  chapter  is  based  on  the  2007  revised  version  of  IAS  23. 


4  Capitalisation  of  borrowing  costs 

Borrowing  costs  that  are  directly  attributable  to  the  acquisition,  construction,  or  production  of  a 
qualifying  asset  form  part  of  the  cost  of  that  asset,  and  should  be  capitalised  as  part  of  that 
asset.  Other  borrowing  costs  are  recognised  as  an  expense  in  profit  or  loss.  [IAS  23.1 ,  23.8] 

A  'qualifying  asset'  is  defined  as  one  that  necessarily  takes  a  substantial  period  of  time  to  get 
ready  for  its  intended  use  or  sale.  The  definition  is  wide  and  therefore  may  cover  assets 
accounted  for  under  IAS  1 1  Construction  contracts  and  IAS  2  Inventories  as  well  as  property, 
plant  and  equipment  under  IAS  16  Property,  plant  and  equipment.  [IAS  23.5,  23.7] 

4.1  Which  costs  should  be  capitalised? 

Borrowing  (or  finance)  costs  are  interest  and  other  costs  incurred  by  an  enterprise  in 
connection  with  the  borrowing  of  funds.  [IAS  23.5] 

This  definition  encompasses  interest  on  all  types  of  borrowings,  including  finance  leases  and 
ancillary  costs  incurred  in  connection  with  the  arrangement  of  borrowings.  [IAS  23.6] 

Only  borrowing  costs  directly  attributable  to  the  acquisition  of  the  asset  should  be  capitalised. 
Capitalisation  of  borrowing  costs  takes  place  when  it  is  probable  that  they  will  generate  future 
economic  benefits  for  the  entity.  The  principle  is  that  the  amount  to  be  capitalised  under  IAS 
23  is  the  borrowing  costs  which  would  have  been  avoided  if  the  expenditure  on  the  qualifying 
asset  had  not  been  made.  [IAS  23.8] 


Illustration  1 

An  entity  has  a  bank  overdraft  of  CU500,000  and  a  loan  of  CU1  million  which  was  taken  out 
to  finance  the  expansion  of  the  entity  several  years  ago.  The  entity  has  just  commissioned  the 
construction  of  a  new  factory  to  expand  the  business.  The  factory  will  cost  CU2  million  to  build 
and  this  will  be  financed  by  a  new  loan. 

The  finance  costs  on  the  new  loan  only  (CU2  million)  should  be  capitalised  as  part  of  the  cost 
of  the  new  factory.  The  entity  should  also  capitalise  the  ancillary  costs  incurred  in  connection 
with  setting  up  the  new  borrowing  facility. 


Where  funds  are  specifically  borrowed  to  finance  the  construction  of  an  asset,  the  specific 
borrowing  costs  incurred  can  be  readily  identified.  However,  the  asset  may  also  be  financed 
from  borrowings  made  for  general  use  within  the  entity  or  group.  The  amount  of  borrowings 
that  should  be  capitalised  is  calculated  by  applying  to  the  expenditure  on  the  asset  a 
capitalisation  rate  calculated  by  reference  to  a  weighted  average  of  the  costs  of  all  the 
'general  use'  borrowings.  The  weighted  average  calculation  will  exclude  any  borrowings  used 
to  finance  a  specific  purchase  or  building.  [IAS  23.12,  23.14] 
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Illustration  2 

An  entity  already  has  a  number  of  general  loan  arrangements: 

Loan  1  of  CU800,000,  interest  paid  at  9%; 
Loan  2  of  CU2  million,  interest  paid  at  8%;  and 
Loan  3  of  CU400,000,  interest  paid  at  7.5%. 

The  entity  has  commissioned  a  new  printing  press  to  be  constructed  on  its  behalf.  The  total 
cost  will  be  CU800,000  and  the  entity  will  be  able  to  fund  the  purchase  from  its  existing 
borrowings  since  it  has  arranged  for  stage  payments  to  be  made. 

The  construction  takes  six  months. 

The  weighted  average  is  calculated  as  follows 

(800,000  x  0.09)  +  (2,000,000  x  0.08)  +  (400,000  x  0.075)  =  8% 
(800,000  +  2,000,000  +  400,000) 

Borrowing  costs  to  be  capitalised: 

Cost  of  asset  800,000  x  8%  x  6/12  =  CU32,000 


Where  the  funds  specifically  borrowed  to  finance  the  asset  are  not  wholly  utilised  immediately 
but  are  instead  invested  until  they  are  required,  the  finance  cost  to  be  capitalised  should  be 
reduced  by  any  investment  income  received  on  the  excess  funds  invested.  [IAS  23.12] 


Illustration  3 

An  entity  borrowed  CU5  million  to  fund  the  construction  of  a  new  building.  Interest  is  payable 
on  the  loan  at  8%.  Stage  payments  were  due  throughout  the  construction  period  and 
therefore  excess  funds  were  reinvested  during  that  period.  By  the  end  of  the  project 
investment  income  of  CU1 50,000  had  been  earned  and  the  construction  took  twelve  months 
to  complete. 

Interest  capitalised  as  part  of  the  cost  of  the  asset  is  the  actual  interest  cost  less  income 
earned  on  the  temporary  investment  of  the  surplus  funds. 

Interest  cost:  CU5,000,000  x  8%  =  CU400,000 

Total  borrowing  costs  capitalised:  CU400,000  -  CU1 50,000  =  CU250,000 


The  amount  of  borrowing  costs  that  should  be  capitalised  is  limited  by  the  requirement  that 
the  carrying  amount  of  the  asset  (including  borrowing  costs)  should  not  exceed  the  asset's 
recoverable  amount. 

4.2  When  should  capitalisation  of  borrowing  costs  commence? 

Borrowing  costs  of  the  asset  should  be  capitalised  when  the  following  three  conditions  have 
been  met:  [IAS  23.17] 

■  expenditure  on  the  acquisition,  construction,  or  production  of  the  asset  is  being 
incurred; 

■  borrowing  costs  are  being  incurred;  and 
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■      activities  are  taking  place  that  are  necessary  to  prepare  the  asset  for  its  intended  use 
or  sale. 

Activities  necessary  to  prepare  the  asset  for  use  include  more  than  just  the  actual 
construction  and  may  include,  for  example,  drawing  up  plans  and  obtaining  permits  for  a 
building  where  the  land  has  been  purchased.  However,  merely  holding  assets  for  use  or 
development  without  any  associated  development  activity  does  not  qualify  for  capitalisation. 

4.3  Suspension  of  capitalisation 

There  may  be  periods  when  the  development  of  an  asset  is  temporarily  suspended.  During 
such  inactive  periods  the  capitalisation  of  borrowing  costs  should  be  discontinued  and  instead 
finance  costs  incurred  during  this  period  should  be  immediately  recognised  in  profit  or  loss. 
[IAS  23.20] 

It  is  possible  that  a  temporary  delay  is  part  of  the  production  or  construction  process,  and 
during  such  periods  borrowing  costs  should  continue  to  be  capitalised.  Examples  include 
where  the  maturity  of  an  asset  is  an  essential  part  of  the  production  process  or  where  there  is 
expected  non-activity  due  to  geological  features  (such  as  periods  of  very  high  tides). 


Illustration  4 

The  following  events  take  place: 

■  An  entity  buys  some  land  on  1  December. 

■  Planning  permission  is  obtained  on  31  January. 

■  Payment  for  the  land  is  deferred  until  1  February. 

■  The  entity  takes  out  a  loan  to  cover  the  cost  of  the  land  and  the  construction  of  the 
building  on  1  February. 

■  Due  to  adverse  weather  conditions  there  is  a  delay  in  starting  the  building  work  for  six 
weeks  and  work  does  not  commence  until  15  March. 

In  the  above  scenario  the  key  dates  are: 

■  Expenditure  on  the  acquisition  is  incurred  on  1  February  when  construction 
commences. 

■  Borrowing  costs  start  to  be  incurred  from  1  February. 

■  Although  work  was  being  undertaken  on  planning  permission  etc.  during  December 
and  January,  no  borrowing  costs  were  incurred  during  this  period. 

■  During  the  six-week  inactive  period  borrowing  costs  should  not  be  capitalised. 

■  Capitalisation  of  borrowing  costs  should  commence  from  15  March. 


4.4  Ceasing  capitalisation 

Capitalisation  should  cease  when  substantially  all  the  activities  necessary  to  get  the  asset 
ready  for  its  intended  use  or  sale  are  complete.  It  is  the  availability  for  use  which  is  important, 
not  when  the  asset  is  actually  brought  into  use.  An  asset  is  normally  ready  for  its  intended  use 
or  sale  when  its  physical  construction  is  complete.  [IAS  23.22] 

Some  assets  are  completed  in  parts.  Where  each  part  is  capable  of  being  used  separately 
while  other  parts  continue  to  be  constructed,  for  example  the  construction  of  separate 
buildings  within  a  new  business  park,  the  cessation  of  capitalising  borrowing  costs  should  be 
assessed  on  the  substantial  completion  of  each  part.  [IAS  23.24] 
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5  Disclosure 

The  entity  should  disclose  the  amount  of  borrowing  costs  capitalised  during  the  period  and 
the  capitalisation  rate  used  to  determine  the  amount  of  borrowing  costs  eligible  for 
capitalisation. 
[IAS  23.26] 


6  Chapter  Review 

This  chapter  has  been  concerned  with  the  key  issues  relating  to  how  borrowing  costs  incurred 
are  accounted  for  and  disclosed  in  the  purchase  or  construction  of  qualifying  assets. 

The  chapter  has  covered: 

•  the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  23(2007); 

•  the  required  treatment  of  borrowing  costs;  and 

•  when  the  capitalisation  of  borrowing  costs  should  commence,  when  it  should  cease, 
and  when  it  should  be  suspended. 
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7  Self  Test  Questions 
Chapter  8 


1 .  According  to  IAS23  Borrowing  costs,  which  TWO  of  the  following  assets  could 

be  treated  as  qualifying  assets  for  the  purpose  of  capitalising  interest  costs? 

A  Investment  property 

B  Investments  in  financial  instruments 

C  Inventory  of  finished  goods  produced  over  a  short  period  of  time 

D  Power  generation  facilities 


According  to  IAS23  Borrowing  costs,  which  ONE  of  the  following  statements 
about  the  capitalisation  of  borrowing  costs  as  part  of  the  cost  of  a  qualifying 
asset  is  true? 

A  If  funds  come  from  general  borrowings,  the  amount  to  be  capitalised  is 

based  on  the  weighted  average  cost  of  borrowing 
B  Capitalisation  always  continues  until  the  asset  is  brought  into  use 

C  Capitalisation  always  commences  as  soon  as  expenditure  of  the  asset 

is  incurred 
D  Capitalisation  always  commences  as  soon  as  interest  on  relevant 

borrowings  is  being  incurred 


According  to  IAS23  Borrowing  costs,  which  of  the  following  treatments  are 
required  for  borrowing  costs  incurred  that  are  directly  attributable  to  the 
construction  of  a  qualifying  asset? 

Treatment  (1)  Recognise  as  an  expense  in  the  period  incurred. 

Treatment  (2)  Capitalise  as  part  of  the  cost  of  the  asset. 

A  Treatment  (1)  only 

B  Either  Treatment  (1)  or  Treatment  (2) 

C  Neither  Treatment  (1)  nor  Treatment  (2) 

D  Treatment  (2)  only 
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The  Scandium  Company  is  commencing  a  new  construction  project,  which  is 
to  be  financed  by  borrowing.  The  key  dates  are  as  follows: 

15  May  20X8  Loan  interest  relating  to  the  project  starts  to  be 

incurred 

3  June  20X8  Technical  site  planning  commences 

12  June  20X8  Expenditures  on  the  project  start  to  be  incurred 

18  July  20X8  Construction  work  commences 

According  to  IAS23  Borrowing  costs,  from  what  date  can  Scandium 
commence  the  capitalisation  of  borrowing  costs? 

A  15  May  20X8 

B  3  June  20X8 

C  12  June  20X8 

D  18  July  20X8 


On  1  April  20X7  The  Arrakis  Company  took  out  a  loan  to  finance  the 
construction  of  a  building.  Work  on  the  building  commenced  on  1  July  20X7 
and  was  completed  on  31  March  20X8.  The  building  was  brought  into  use  on 
1  July  20X8. 

According  to  IAS23  Borrowing  costs,  what  is  the  period  over  which  borrowing 
costs  relating  to  the  project  should  be  capitalised? 

A  1  April  20X7  -  31  March  20X8 

B  1  April  20X7  -  30  June  20X8 

C  1  July  20X7  -  31  March  20X8 

D  1  July  20X7  -  30  June  20X8 


On  1  January  20X7  The  Hamerkop  Company  borrowed  CU6  million  at  an 
annual  interest  rate  of  10%  to  finance  the  costs  of  building  an  electricity 
generating  plant.  Construction  commenced  on  1  January  20X7  and  cost  CU6 
million. 

Not  all  the  cash  borrowed  was  used  immediately,  so  interest  income  of 
CU80,000  was  generated  by  temporarily  investing  some  of  the  borrowed 
funds  prior  to  use.  The  project  was  completed  on  30  November  20X7. 

What  is  the  carrying  amount  of  the  plant  at  30  November  20X7? 

A  CU6,000,000 

B  CU6,470,000 

C  CU6,520,000 

D  CU6,550,000 
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On  1  January  20X7  The  Cygan  Company  took  out  a  loan  of  CU26  million  in 
order  to  finance  the  renovation  of  a  building.  The  renovation  work  started  on 
the  same  date.  The  loan  carried  interest  at  10%. 

Work  on  the  building  was  substantially  complete  on  31  October  20X7.  The 
loan  was  repaid  on  31  December  20X7  and  CU180,000  investment  income 
was  earned  in  the  period  to  31  October  on  those  parts  of  the  loan  not  yet 
used  for  the  renovation. 

According  to  IAS23  Borrowing  costs,  what  is  the  total  amount  of  borrowing 
costs  to  be  included  in  the  cost  of  the  building? 

A  CU2,600,000 

B  CU2,420,000 

C  CU2, 166,667 

D  CU1, 986,667 


The  Whitianga  Company  commenced  the  construction  of  a  new  packaging 
plant  on  1  February  20X7.  The  cost  of  CU1 ,800,000  was  funded  from  existing 
borrowings.  The  construction  was  completed  on  30  September  20X7. 

Whitianga's  borrowings  during  20X7  comprised: 

Loan  from  Largo  Bank:  CU800,000  at  6%  per  annum; 

Loan  from  Andante  Bank:  CU1  million  at  6.6%  per  annum;  and 

Loan  from  Allegro  Bank:  CU3  million  at  7%  per  annum. 

In  accordance  with  IAS23  Borrowing  costs,  the  amount  of  borrowing  costs  to 
be  capitalised  in  relation  to  the  packaging  plant  is 

A  Nil 

B  CU121.500 

C  CU81.000 

D  CU91.125 
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Chapter  9 

GOVERNMENT  GRANTS 

1  Business  Context 

It  is  common  practice  amongst  governments  around  the  world  to  offer  some  form  of 
selective  financial  assistance  to  certain  entities.  There  are  various  motives  for  governments 
to  provide  such  aid,  including: 

■  geographical  -  to  stimulate  employment  in  poorer  regions; 

■  industrial  -  to  support  key  industries  (such  as  defence,  IT  and  energy); 

■  inward  investment  -  to  promote  investment  from  overseas;  and 

■  new  start-ups  -  to  help  infant  entities  gain  a  foothold  in  a  market. 

To  ensure  that  the  objective  of  providing  the  assistance  is  met  by  the  recipient  entity  in  its 
application  of  such  amounts  there  are  often  a  variety  of  criteria  and  conditions  attached  to 
their  receipt.  Conditions,  for  example,  may  require  a  minimum  investment  to  be  provided 
or  a  minimum  level  of  employment  to  be  sustained  over  a  specified  period  by  the  entity. 

In  a  financial  reporting  context  it  is  important  to  disclose  adequate  information  in  relation 
to  government  assistance,  to  ensure  that  an  entity's  performance  is  accurately  interpreted. 
The  identification  of  government  assistance  allows  a  fair  comparison  to  be  made  with  other 
entities  in  a  similar  industry  that  have  not  received  such  assistance. 


2  Chapter  Objectives 

This  chapter  deals  with  the  accounting  treatment  of  government  grants  and  in  particular 
the  issue  of  when  revenue  from  such  grants  should  be  recognised.  It  also  considers  the 
distinction  between  asset-related  and  income-related  grants. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  scope  of  IAS  20  Accounting  for  government  grants  and  disclosure 
of  government  assistance; 

■  interpret  the  important  terminology  and  definitions  which  relate  to  the  treatment 
of  government  grants  in  financial  statements; 

■  understand  the  key  principles  relating  to  the  recognition  and  measurement  of 
government  grants; 

■  demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  20;  and 

■  apply  knowledge  and  understanding  of  IAS  20  in  particular  circumstances 
through  basic  calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  20 

IAS  20  sets  out  the  accounting  requirements  when  an  entity  receives  a  form  of  government 
assistance.  The  reference  to  'government'  is  quite  wide  and  includes,  for  example, 
government  agencies  and  similar  local,  national  or  international  bodies.  [IAS  20.1 ,  20.3] 

IAS  20  does  not  deal  with: 

■  the  issues  that  arise  in  accounting  for  government  grants  in  financial  statements 
reflecting  the  effect  of  changing  prices; 

■  the  accounting  treatment  of  tax-related  government  assistance; 

■  government  participation  in  the  ownership  of  the  enterprise;  or 

■  government  grants  received  in  relation  to  an  entity's  agricultural  activities  and 
accounted  for  in  accordance  with  IAS  41  Agriculture. 

Government  assistance  is  action  by  governments  to  provide  economic  benefits  to  one  or 
more  entities.  Government  grants  are  assistance  in  the  form  of  the  transfer  of  resources, 
usually  in  the  form  of  cash,  to  an  entity  for  a  specific  purpose.  Conditions  of  receipt  are 
commonplace,  although  they  do  not  form  an  essential  part  of  receipt.  Government 
assistance  provided  indirectly  to  an  entity  by,  for  example,  a  general  provision  of 
infrastructure  in  a  development  area,  does  not  meet  the  definition  of  government 
assistance.  [IAS  20.3] 

Government  grants  that  cannot  reasonably  have  a  value  placed  on  them  (for  example  the 
provision  of  free  services  by  a  government  department)  are  excluded  from  the  definition  of 
government  grants.  The  definition  also  excludes  "transactions  with  government  which 
cannot  be  distinguished  from  the  normal  trading  transactions"  of  the  entity.  The  benefit  of 
receiving  an  interest  free  loan,  although  classed  as  a  form  of  government  assistance, 
should  not  be  recognised  by  calculating  an  imputed  rate  of  interest.  [IAS  20.3,  20.37] 


4  Recognition  and  Measurement 

Government  grants  should  only  be  recognised  when  there  is  reasonable  assurance  that  any 
conditions  attaching  to  the  grant  will  be  complied  with  and  the  grant  will  actually  be  received. 
These  conditions  equally  apply  to  non-monetary  (i.e.  non-cash)  grants  that  are  measured  at 
fair  value.  [IAS  20.7] 

As  stated  above,  one  of  the  conditions  for  recognition  is  that  any  conditions  relating  to  the 
grant  will  be  complied  with.  Actual  receipt  of  the  grant  does  not  necessarily  meet  this 
requirement,  since  circumstances  may  exist  where  the  grant  will  have  to  subsequently  be 
repaid.  Government  grants  should  not  be  recognised  on  a  cash  basis  as  this  is  not 
consistent  with  the  general  accounting  concepts  addressed  in  IAS  1  Presentation  of 
financial  statements. 

The  general  principle  is  that  a  government  grant  should  be  recognised  as  income  in  the 
periods  in  which  the  costs  that  it  is  intended  to  compensate  are  recognised.  Where  the  grant 
has  been  received  towards  the  cost  of,  say,  a  piece  of  machinery,  the  grant  should  be 
recognised  as  income  when  depreciation  is  charged  in  respect  of  the  asset.  The  purpose  of 
this  treatment  is  to  provide  a  matching  effect.  A  systematic  basis  should  be  used  to 
recognise  the  grant  income.  [IAS  20.12] 

If  the  receipt  of  a  government  grant  represents  compensation  for  expenses  already 
incurred  by  the  entity,  the  grant  should  be  recognised  as  income  in  the  period  in  which  it 
becomes  receivable.  Immediate  recognition  will  also  be  appropriate  where  the  grant  is 
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given  to  provide  immediate  financial  support  and  there  are  no  future  related  expenses 
expected  to  be  incurred.  [IAS  20.20] 

4.1  Non-monetary  government  grants 

Where  a  grant  is  received  in  the  form  of  a  non-monetary  asset  (i.e.  not  in  the  form  of  cash) 
it  is  usual  to  recognise  both  the  grant  and  the  asset  at  fair  value  (although  nominal  value  is 
also  permitted  as  an  alternative). 


Illustration  1 

The  following  government  grants  should  be  recognised  in  profit  or  loss  of  the  relevant 
entities  according  to  IAS  20  as  follows: 

(1)  The  government  makes  a  grant  to  a  start-up  entity  writing  teaching  software  for 
children  with  learning  difficulties.  The  purpose  of  the  grant  is  to  help  with  general 
financing  on  start  up,  and  there  are  no  further  conditions  attaching  to  the  grant. 

The  grant  should  be  recognised  in  full  immediately  that  it  is  receivable.  This  grant  has 
been  provided  for  the  purpose  of  giving  immediate  financial  support  to  the  entity. 

(2)  A  manufacturing  entity  sets  up  a  plant  in  an  area  of  high  unemployment.  A  grant  of 
CU4  million  is  receivable  if  it  continues  to  employ  at  least  100  people  over  a  period  of 
four  years.  It  is  highly  probable  it  will  do  so.  CU2  million  of  the  grant  is  to  be  received 
immediately  and  a  further  CU2  million  is  receivable  in  four  years'  time. 

Since  there  is  reasonable  assurance  that  the  conditions  attaching  to  the  grant  will  be 
met,  the  grant  is  recognised  as  income  evenly  over  the  four  year  period  in  which  the 
entity  incurs  the  costs  of  employing  the  100  people. 

(3)  An  agricultural  research  entity  is  given  land  that  belonged  to  the  government  to  set  up 
a  new  laboratory  and  to  investigate  new  farming  methods. 

This  is  a  grant  related  to  a  non-monetary  asset  and,  as  such,  it  should  probably  be 
recognised  when  the  costs  of  constructing  the  laboratory  are  incurred.  Treatment  will 
depend  on  the  specific  circumstances  and  whether  there  are  conditions  relating  to  the 
gift  of  land. 

(4)  Free  technical  advice  is  provided  by  government  employees  to  help  an  export  entity  to 
market  its  new  technology  in  North  America. 

Free  technical  advice  is  likely  to  be  a  grant  that  cannot  reasonably  have  a  value  placed 
upon  it  and  therefore  should  not  be  recognised. 
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5  Government  Grants  Related  to  Assets  and  Income:  Presentation 
5.1  Grants  related  to  assets 

Government  grants  related  to  assets  are  those  provided  so  that  an  entity  can  acquire  or 
construct  specific  long-term  assets.  [IAS  20.3] 

In  such  circumstances  the  grant  should  be  presented  in  the  statement  of  financial  position, 
either  by  recognising  the  grant  as  deferred  income  and  systematically  recognising  it  in  profit 
or  loss  over  the  assets'  useful  life  or  by  deducting  the  grant  (netting  it  off)  directly  from  the 
assets'  carrying  amount.  The  netting  off  approach  equally  recognises  the  grant  in  profit  or  loss 
over  the  period  of  use  of  the  asset  by  reducing  the  amount  of  depreciation  charged.  [IAS 
20.24] 

This  treatment  is  also  appropriate  for  the  receipt  of  non-monetary  grants  measured  at  fair 
value.  [IAS  20.24] 


Illustration  2 

An  entity  purchased  an  item  of  equipment  for  CU1 00,000  on  1  January  2007.  It  will 
depreciate  this  machinery  on  a  straight-line  basis  over  its  useful  economic  life  of  five  years, 
with  a  zero  residual  value.  Also  on  1  January  2007,  the  entity  received  a  government  grant 
of  CU1 0,000  to  help  finance  this  equipment. 

Under  the  netting-off  method  the  grant  and  the  equipment  should  be  shown  in  the  statement 
of  comprehensive  income  for  the  year  to  31  December  2007  and  in  the  statement  of 
financial  position  at  that  date  as  follows: 


Statement  of  financial  position 


CU 


Property,  plant  and  equipment 

Cost  90,000 

Depreciation  (18,000) 

Carrying  amount  72,000 


(CU1 00,000  less  grant  of  CU1 0,000) 
(CU90,000  /  5  years) 


Statement  of  comprehensive  income 


Expense:  Depreciation 


CU18.000 


Under  the  deferred  income  method  the  grant  and  the  equipment  should  be  shown  in  the 
statement  of  comprehensive  income  for  the  year  to  31  December  2007  and  in  the 
statement  of  financial  position  at  that  date  as  follows: 


Statement  of  financial  position 


CU 


Property,  plant  and  equipment 
Cost 

Depreciation 
Carrying  amount 

100,000 

(20,000) 

80,000 

Deferred  income 

8,000 
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(CU1 00,000/ 5  years) 


(CU1 0,000  less  amount  recognised  in  profit 
or  loss  in  year  of  CU2,000) 


Chapter  9  -  Government  Grants 
Page  116 


Statement  of  comprehensive  income 

Expense:  Depreciation  CU20,000 

Income:  Deferred  income       CU2,000  (CU1 0,000/ 5  years) 


Note:  The  overall  profit  effect  is  the  same  with  each  method  but  the  presentation  is 
different. 


5.2  Grants  related  to  income 

A  government  grant  related  to  income  is  simply  defined  as  one  not  related  to  an  asset.  Such 
grants  should  be  recognised  in  profit  or  loss  when  any  conditions  for  their  recognition  have 
been  met.  Income  related  government  grants  may  be  presented  as  income  and  shown 
separately,  or  under  'other  income'  or  deducted  from  the  expenditure  to  which  they  relate. 


6  Government  Grants:  Other  Issues 

6.1  Repayment  of  government  grants 

A  government  grant  that  becomes  repayable,  for  example  because  conditions  of  receipt  have 
not  been  met,  should  be  recognised  as  a  change  in  an  accounting  estimate  accounted  for  in 
accordance  with  IAS  8  Accounting  policies,  changes  in  accounting  estimates  and  errors. 
[IAS  20.32] 

6.2  No  specific  relation  to  operating  activities 

SIC-1 0  Government  assistance  -  No  specific  relation  to  operating  activities  considers  the 
situation  where  government  assistance  is  given  but  there  are  no  conditions  that  relate 
specifically  to  the  entity's  operating  activities.  Such  government  assistance  is  given,  for 
example,  to  encourage  an  entity  to  operate  in  a  particular  industry  or  area. 

Although  such  government  grants  do  not  relate  to  specific  activities  of  the  entity,  they  meet 
the  definition  of  a  government  grant  and  should  therefore  be  recognised  in  accordance 
with  the  general  requirements  of  IAS  20. 

6.3  Proposed  revision  of  standard 

The  International  Accounting  Standards  Board  (IASB)  has  worked  on  a  number  of 
amendments  to  IAS  20.  But  in  early  2006  the  IASB  decided  that  the  project  should  be 
deferred  until  it  had  completed  work  in  other  areas,  such  as  IAS  37  Provisions,  contingent 
liabilities  and  contingent  assets.  Work  was  undertaken  on  IAS  20  because  there  are  a 
number  of  inconsistencies  between  IAS  20  and  other  accounting  pronouncements,  including 
the  IASB  Framework.  In  addition,  the  standard  offers  a  number  of  choices  which  reduces 
comparability. 
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7  Disclosure 

IAS  20  requires  that  information  is  disclosed  to  provide  sufficient  detail  in  an  entity's  financial 
statements  so  that  a  user  is  able  to  understand  the  impact  that  government  grants  have  had 
on  the  entity's  financial  statements. 

An  entity  should  disclose  the  accounting  policy,  including  presentation,  adopted  for  the 
treatment  of  government  grants  and  the  nature  and  extent  of  government  grants  recognised 
in  the  financial  statements.  This  disclosure  should  include  an  indication  of  any  other  form  of 
government  assistance  that,  although  not  recognised  in  the  financial  statements,  the  entity 
has  received  a  direct  benefit  from,  for  example  the  provision  of  free  services  by  the 
government.  [IAS  20.39] 

An  entity  should  also  explain  the  existence  of  any  unfulfilled  conditions  or  other  contingencies 
that  relate  to  recognised  government  assistance.  [IAS  20.39] 

8  Chapter  Review 

This  chapter  has  been  concerned  with  the  accounting  and  presentation  requirements  for 
government  grants  and  assistance.  The  key  issues  relate  to  the  recognition  and  measurement 
of  both  asset  and  income  based  grants. 

This  chapter  covered: 

■  the  scope  and  key  definitions  included  in  IAS  20  on  government  grants; 

■  forms  of  government  assistance  that  should  be  recognised  in  the  financial 
statements  of  the  recipient  entity; 

■  the  alternative  permitted  methods  of  measurement  of  asset  related  government 
grants; 

■  the  manner  in  which  grants  should  be  recognised  in  profit  or  loss;  and 

■  the  principal  disclosure  requirements  of  IAS  20. 
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9  Self  Test  Questions 
Chapter  9 

1.  In  relation  to  a  benefit  included  in  the  term  'government  assistance',  are  the 

following  statements  true  or  false  according  to  IAS20  Government  grants  and 
government  assistance? 

(1)  The  provision  of  infrastructure  in  developing  areas  is  a  benefit. 

(2)  The  imposition  of  trading  constraints  on  competitors  is  a  benefit. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


On  1  January  20X8  The  Ebro  Company  commenced  trading  to  provide  key 
skills  education  facilities  in  a  region  identified  for  technology  development. 

Also  on  1  January  20X8,  the  company  received  two  grants  from  its 
government  for  setting  up  its  operations  in  this  location: 

Grant  (a)  -  was  paid  to  give  financial  assistance  for  start-up  costs  already 
incurred. 

Grant  (b)  -  was  paid  to  subsidise  the  costs  of  purchasing  computer  software 
over  the  five-year  period. 

The  company  is  almost  certain  to  keep  the  facilities  operational  for  the  next 
five  years. 

The  company's  accounting  year  end  is  31  December.  Are  the  following 
statements  concerning  recognition  of  the  income  from  the  two  government 
grants  true  or  false,  according  to  IAS20  Government  grants  and  government 
assistance? 

(1)  Income  from  Grant  (a)  should  be  recognised  in  full  on  receipt  in  20X8. 

(2)  Income  from  Grant  (b)  should  be  recognised  in  full  at  the  end  of  5 
years. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Cuanza  Company  purchased  a  major  new  piece  of  machinery  for  CU10 
million  on  1  January  20X8.  It  will  depreciate  this  machinery  on  a  straight  line 
basis  over  its  useful  life  of  10  years,  assuming  a  zero  residual  value.  Also  on 
1  January  20X8  the  company  received  a  government  grant  of  CU1  million  to 
help  finance  this  machinery. 

According  to  IAS20  Government  grants  and  government  assistance,  which,  if 
either,  of  the  following  methods  would  be  an  acceptable  treatment  of  this 
machinery  and  the  related  government  grant  in  the  company's  statement  of 
financial  position  at  31  December  20X8? 


Method  1 

CU 

Non-current  asset 

Cost 

9,000,000 

Depreciation 

900,000 

Carrying  amount 

8,100,000 

Method  2 

CU 

Non-current  asset 

Cost 

10,000,000 

Depreciation 

1,000,000 

Carrying  amount 

9,000,000 

Deferred  income 

900,000 

A  Method  1  only 

B  Method  2  only 

C  Neither  method 

D  Method  1  or  Method  2 


Which  TWO  of  the  following  statements  are  correct  according  to  IAS20 
Government  grants  and  government  assistance? 

A  Any  adjustment  needed  when  a  government  grant  becomes  repayable 

is  accounted  for  as  a  change  in  accounting  estimate 
B  In  respect  of  loans  from  the  government  at  an  interest  rate  of  0%,  an 

imputed  interest  charge  should  be  made  in  profit  or  loss 
C  Where  conditions  apply  to  a  government  grant,  it  should  only  be 

recognised  when  there  is  reasonable  assurance  that  the  conditions 

will  be  met 
D  A  government  grant  should  not  be  recognised  until  it  is  received  in 

cash 
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The  Palila  Company  purchased  a  varnishing  machine  for  CU1 50,000  on  1 
January  20X7. 

The  company  received  a  government  grant  of  CU  13,500  in  respect  of  this 
asset. 

Company  policy  was  to  depreciate  the  asset  over  4  years  on  a  straight-line 
basis  and  to  treat  the  grant  as  deferred  income. 

Under  IAS20  Government  grants  and  government  assistance,  what  should  be 
the  carrying  amounts  of  the  machine  and  the  deferred  income  ("Dl")  balance 
at  31  December  20X8? 

Carrying  amount         Dl  balance 

A  CU75.000  CU6.750 

B  CU112.500  CU10.125 

C  CU81.750  CU6.750 

D  CU75.000  CU13.500 


The  Perch  Company  purchased  a  jewel  polishing  machine  for  CU360,000  on 
1  January  20X7  and  received  a  government  grant  of  CU50,000  towards  the 
capital  cost.  Company  policy  is  to  treat  the  grant  as  a  reduction  in  the  cost  of 
the  asset. 

The  machine  was  to  be  depreciated  on  a  straight-line  basis  over  8  years  and 
was  estimated  to  have  a  residual  value  of  CU5,000  at  the  end  of  this  period. 

Under  IAS20  Government  grants  and  government  assistance,  what  should  be 
the  depreciation  expense  in  respect  of  the  machine  for  the  year  ended  31 
December  20X7? 

A  CU38.750 

B  CU76.250 

C  CU44.375 

D  CU38.125 


7.  On  1  January  20X7  The  Goodwin  Company  purchased  a  plating  machine 

costing  CU  135,000.  Goodwin  received  a  grant  of  CU1 3,500  towards  the 
capital  cost.  Company  policy  is  to  treat  the  grant  as  a  reduction  in  the  cost  of 
the  asset. 

Under  IAS20  Government  grants  and  government  assistance,  what  should  be 
the  depreciation  expense  in  respect  of  this  machine  for  the  year  ended  31 
December  20X8,  assuming  that  depreciation  is  calculated  on  a  20%  reducing 
balance  basis? 

A  CU27.000 

B  CU24.300 

C  CU19.440 

D  CU22.140 
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Chapter  10 

NON-CURRENT  ASSETS  HELD  FOR  SALE 


1  Business  Context 

One  of  the  main  purposes  of  financial  statements  is  to  provide  users  with  sufficient 
information  so  that  they  are  able  to  make  informed  economic  decisions.  It  is  therefore 
important  that  the  financial  statements  not  only  present  information  about  the  entity's  past 
performance  but  also  enable  a  user  to  make  an  assessment  about  its  future  performance  and 
its  ability  to  generate  future  cash  flows. 

An  asset  is  held  for  sale  when  the  entity  does  not  intend  to  use  it  as  part  of  its  ongoing 
business  but  instead  intends  to  sell  it.  The  separate  identification  of  assets  that  are  held  for 
sale  rather  than  to  generate  continuing  economic  benefits  for  the  entity  on  an  ongoing  basis 
substantially  improves  the  information  made  available  to  users.  It  provides  information  on  the 
entity's  likely  future  performance. 

IFRS  5  Non-current  assets  held  for  sale  and  discontinued  operations  not  only  provides 
additional  useful  information  on  assets  held  for  sale  but  has  also  led  to  the  same  classification 
and  measurement  requirements  of  such  assets  as  under  US  accounting  requirements 
(SFAS  144  Accounting  for  impairment  or  disposal  of  long-lived  assets).  This  promotes 
convergence  of  accounting  standards. 


2  Chapter  Objectives 


IFRS  5  deals  with  two  related  topics:  the  accounting  for  assets  classified  as  held  for  sale 
which  is  covered  in  this  chapter  and  discontinued  operations  which  are  covered  as  part  of 
the  reporting  of  operating  segments.  This  chapter  sets  out  the  processes  to  be  followed 
when  an  item  of  property,  plant  or  equipment  (PPE)  or  a  group  of  assets  and  liabilities  are 
set  aside  for  sale. 

On  completion  of  this  chapter  you  should  be  able  to: 

understand  the  objectives  and  scope  of  IFRS  5; 

interpret  the  important  terminology  and  definitions  which  relate  to  the  treatment  of 
IFRS  5  in  financial  statements; 

understand  the  key  principles  relating  to  the  recognition  and  measurement  of  non- 
current  assets  held  for  sale; 

demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IFRS  5;  and 

apply  knowledge  and  understanding  of  IFRS  5  in  particular  circumstances,  through 
basic  calculations. 
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3  Objectives,  Scope  and  Definitions  of  IFRS  5 

IFRS  5  sets  out  the  treatment  of  assets  held  for  sale  and  the  presentation  and  disclosure  of 
discontinued  operations.  It  applies  to  all  non-current  assets  and  to  groups  of  assets  and 
associated  liabilities  which  will  be  disposed  of  in  a  single  transaction,  described  as  a 
disposal  group.  But  it  does  not  apply  to  those  assets  which  are  required  to  be  measured  in 
accordance  with  another  international  standard.  The  assets  excluded  from  the  scope  of 
IFRS  5  are  either  those  that  are  already  carried  at  fair  value,  with  changes  in  their  fair  value 
being  reported  directly  in  profit  or  loss,  or  where  there  are  difficulties  in  establishing  a 
reliable  fair  value. 

Assets  which  specifically  fall  outside  the  scope  of  IFRS  5  are: 

■  deferred  tax  assets  accounted  for  in  accordance  with  IAS  12  Income  taxes; 

■  employee  benefit  assets  accounted  for  in  accordance  with  IAS  19  Employee 
benefits; 

■  financial  assets  accounted  for  in  accordance  with  IAS  39  Financial  instruments: 
recognition  and  measurement; 

■  non-current  assets  accounted  for  in  accordance  with  IAS  40  Investment  property 
under  the  fair  value  model  option; 

■  non-current  assets  accounted  for  in  accordance  with  IAS  41  Agriculture  at  fair  value 
less  point-of-sale  costs;  and 

■  contractual  rights  as  defined  in  accordance  with  IFRS  4  Insurance  contracts. 

A  disposal  group  is  a  related  group  of  assets  and  their  associated  liabilities  that  will  be 
disposed  of  in  a  single  transaction.  The  definition  includes,  but  is  not  limited  to,  a  cash- 
generating  unit  of  the  entity,  i.e.  a  group  of  assets  which  generates  economic  benefits  which 
are  largely  independent  of  other  activities  of  the  entity,  although  this  is  not  a  requirement. 


4  Non-current  Assets  Held  for  Sale 

Non-current  assets  may  be  measured,  following  their  initial  recognition,  at  cost  or  a  revalued 
amount.  These  measurement  bases  are  relevant  when  such  assets  are  held  for  ongoing  use 
in  the  business. 

IFRS  5  requires  that  a  non-current  asset,  or  disposal  group,  should  be  classified  as  'held  for 
sale'  when  the  entity  does  not  intend  to  use  the  asset  as  part  of  its  on-going  business  but 
instead  intends  to  sell  it  and  recover  its  carrying  amount  principally  through  sale.  [IFRS  5.6] 

To  be  classified  as  held  for  sale,  the  asset  or  disposal  group  should  be  available  for 
immediate  sale.  This  means  that  the  asset's  current  condition  should  be  adequate  to  be 
effectively  'sold  as  seen'.  The  likelihood  of  a  sale  taking  place  should  also  be  considered  to 
be  highly  probable  and  normally  completed  within  one  year  of  the  date  of  its  classification. 
For  a  sale  to  be  considered  as  highly  probable  there  should  be  a  committed  plan  and 
management  should  be  actively  trying  to  find  a  buyer.  The  commitment  by  management  that 
a  sale  will  take  place  should  be  such  that  withdrawal  from  the  plan  is  unlikely. 

If  the  entity  decides  to  abandon,  rather  than  sell,  such  an  asset,  it  will  not  meet  these  criteria 
and  should  not  be  classified  as  held  for  sale,  since  any  benefit  flowing  to  the  entity  will  be 
through  its  continuing  use. 

Where  an  entity  acquires  a  non-current  asset,  or  disposal  group,  solely  on  the  basis  that  it 
intends  to  sell  it  on  rather  than  use  it  as  part  of  its  ongoing  activities,  it  should  be  classified 
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as  a  held  for  sale  asset  at  the  date  of  acquisition  only  where  the  condition  that  it  be  sold 
within  one  year  of  the  acquisition  date  is  met.  The  asset  should  also  meet  all  other 
conditions  for  classification  within  a  short  period  of  its  acquisition,  which  is  normally 
considered  to  be  three  months. 

The  conditions  for  sale  should  be  met  before  the  end  of  the  reporting  period  if  the  asset  or 
disposal  group  is  to  be  recognised  as  a  held  for  sale  asset  in  the  current  reporting  period.  If 
the  conditions  are  only  met  after  the  end  of  the  reporting  period,  there  should  be  full 
disclosure  in  the  notes  to  the  financial  statements. 

A  non-current  asset,  or  disposal  group,  that  meets  the  recognition  criteria  to  be  classified  as 
held  for  sale  should  be  measured  at  the  lower  of  its  carrying  amount  (the  value  at  which  it  is 
currently  recognised  in  the  statement  of  financial  position)  and  the  fair  value  less  costs  to 
sell.  [IFRS  5.15] 

Costs  to  sell  are  the  incremental  costs  that  the  entity  will  incur  as  a  result  of  the  disposal  of 
the  assets,  for  example  transport  costs  and  costs  to  advertise  that  the  asset  is  available  for 
sale. 

By  applying  this  measurement  basis  the  entity  will  recognise  any  anticipated  loss  on  the 
sale  as  an  impairment  loss  as  soon  as  the  decision  to  sell  the  asset  has  taken  place. 

Non-current  assets  classified  as  held  for  sale  should  not  be  depreciated. 

On  ultimate  disposal  of  an  asset  classified  as  held  for  sale,  any  difference  between  its 
carrying  amount  and  the  disposal  proceeds  is  treated  as  a  loss  or  gain  under  IAS  16 
Property,  plant  and  equipment  and  not  as  an  adjustment  to  any  impairment  previously 
recognised. 


Illustration  1 

An  entity  with  a  31  December  year  end  acquired  an  item  of  PPE  on  1  January  2004  at  a  cost 
of  CU1 00,000.  The  asset  has  an  estimated  residual  value  of  CU1 0,000  and  a  useful  life  of  10 
years.  On  1  January  2007  the  asset  was  classified  as  held  for  sale.  Its  fair  value  was 
estimated  at  CU40,000  and  the  costs  to  sell  at  CU2,000. 

The  asset  was  sold  on  30  June  2007  for  CU38,000. 

(a)  Upon  re-classification  as  held  for  sale  on  1  January  2007: 

(i)    The  asset  is  removed  from  its  PPE  category  within  non-current  assets  into  the 
held  for  sale  category 

(ii)   The  carrying  amount  of  the  asset  immediately  before  the  reclassification  is 
CU73,000  (CU1 00,000  -  ((CU1 00,000  -  CU1 0,000)  x  3/10)) 

(iii)  The  fair  value  less  costs  to  sell  of  the  held  for  sale  asset  is  CU38,000  (CU40,000 
less  CU2,000  costs).  The  asset  is  now  measured  at  this  value,  which  is  lower 
than  its  carrying  amount 

(iv)  A  loss  of  CU35,000  is  recognised  as  an  impairment  loss  as  part  of  profit  or  loss 
for  the  period,  being  the  difference  between  the  current  carrying  amount  and  the 
fair  value  less  costs  to  sell  (i.e.  its  recoverable  amount) 

(b)  Upon  sale  on  30  June  2007,  there  is  no  profit  or  loss  to  be  recognised.  The  loss 
was  recognised  when  the  asset  was  classified  as  held  for  sale. 
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Illustration  2 

Assume  the  facts  are  as  in  Illustration  1 ,  except  that  on  classification  as  held  for  sale,  the  fair 
value  was  estimated  at  CU80,000  and  the  costs  to  sell  at  CU3,000. 

The  asset  was  sold  on  30  June  2007  for  CU77,000. 

(a)  Upon  re-classification  as  held  for  sale  on  1  January  2007: 

(i)    The  asset  is  removed  from  its  PPE  category  within  non-current  assets  into  the 
held  for  sale  category 

(ii)   The  fair  value  less  costs  to  sell  of  the  held  for  sale  asset  is  CU77,000 

(CU80,000  -  CU3,000  =  CU77,000).  This  is  higher  than  the  asset's  current 
carrying  amount  (calculated  in  Illustration  1  as  being  CU73,000),  so  the  asset 
remains  measured  at  CU73,000 

(iii)  The  gain  is  not  recognised  at  this  time,  since  any  gain  should  not  be  anticipated 
at  the  point  of  reclassification. 

(b)  Upon  sale  on  30  June  2007,  a  profit  of  CU4,000  is  recognised  in  profit  or  loss  for 
the  period  (Proceeds  of  CU77,000  received  less  current  carrying  amount  of 
CU73,000) 


Where  an  entity  adopts  the  revaluation  model  for  the  measurement  of  assets,  any  asset 
classified  as  held  for  sale  should  be  revalued  to  fair  value  immediately  prior  to  the 
reclassification.  Upon  reclassification  the  costs  to  sell  are  deducted  and  recognised  as  an 
impairment  loss  as  part  of  profit  or  loss  for  the  period. 


Illustration  3 

An  entity  carries  its  land  at  fair  value.  One  piece  of  land  had  a  carrying  amount  of  CU60,000. 
On  1  January  2007  the  asset  was  classified  as  held  for  sale,  its  fair  value  being  estimated  at 
CU70,000  and  the  costs  to  sell  at  CU2,000.  The  asset  was  sold  on  30  June  2007  for 
CU67,000. 

On  1  January  2007  the  land  is  revalued  to  CU70,000.  The  gain  of  CU1 0,000  is  recognised  in 
other  comprehensive  income  as  a  revaluation  surplus.  The  land  is  then  classified  as  held  for 
sale  and  the  costs  to  sell  of  CU2,000  are  recognised  in  profit  or  loss  for  the  period,  as  an 
impairment  loss.  The  carrying  amount  is  now  CU68,000. 

Upon  its  ultimate  sale  a  further  loss  of  CU1 ,000  is  recognised  as  a  loss  on  sale  as  the  sale 
proceeds  are  less  than  the  carrying  amount.  The  revaluation  surplus  is  now  realised  and  it 
will  be  transferred  to  retained  earnings. 


4.1  Changes  of  plan 

If  a  non-current  asset  classified  as  held  for  sale  no  longer  meets  the  specific  recognition 
requirements  for  such  classification  then  it  should  be  reclassified  as  a  non-current  asset. 
Should  reclassification  be  necessary,  the  asset  should  then  be  measured  at  the  lower  of  the 
carrying  amount  that  it  would  have  been  recognised  at  had  it  not  been  reclassified  and  its 
recoverable  amount.  The  carrying  amount  that  the  asset  would  have  been  recognised  at  is  its 
carrying  amount  at  the  date  of  the  original  classification  as  held  for  sale  was  made,  adjusted 
for  depreciation  or  valuations  that  would  otherwise  have  taken  place.  Recoverable  amount  is 
determined  at  the  date  the  decision  not  to  sell  is  made. 
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It  is  possible  for  individual  assets  or  liabilities  within  a  disposal  group  to  no  longer  be 
considered  to  be  part  of  that  group,  in  which  case  they  should  be  reclassified.  Such  an  event 
will  not  lead  to  the  remaining  part  of  the  disposal  group  having  to  be  reclassified  provided  that 
it  continues  to  meet  the  recognition  criteria. 


5  Presentation  and  Disclosure 

An  asset  classified  as  held  for  sale  should  be  presented  in  the  statement  of  financial 
position  separately  from  other  assets.  Typically  a  separate  heading  'non-current  assets  - 
held  for  sale'  would  be  appropriate. 

Where  a  disposal  group  is  held  for  sale,  the  assets  and  liabilities  within  it  should  also  be 
separately  identified.  Such  assets  and  liabilities  should  not  be  netted  off  for  disclosure 
purposes  and  presented  as  a  single  line  item.  The  major  classes  of  assets  and  liabilities  of 
the  disposal  group  should  be  presented  separately  in  the  statement  of  financial  position  or  in 
the  notes.  This  disclosure  is  not,  however,  required  where  the  disposal  group  was  classified 
as  held  for  sale  when  it  was  newly  acquired. 

The  separate  presentation  is  required  when  the  assets  are  classified  as  held  for  sale.  It  is 
therefore  not  appropriate  to  restate  prior  period  figures  in  the  statement  of  financial  position 
to  reflect  the  current  classification. 

An  entity  should  also  provide  a  description  of  any  non-current  assets,  or  a  disposal  group, 
classified  as  held  for  sale  or  sold  including  details  of  any  sale  and  expected  time  scales  for 
disposal.  If  a  sale  has  taken  place  within  the  reporting  period,  then  the  gain  or  loss  on 
disposal  should  be  separately  identified  either  in  the  statement  of  comprehensive  income  or 
in  the  notes. 

Where  held  for  sale  assets  have  been  included  within  a  segment  as  part  of  the  segmental 
analysis  presented  in  accordance  with  IFRS  8  Operating  segments,  this  information  should 
be  highlighted. 


6  Chapter  Review 

This  chapter  has  been  concerned  with  the  accounting  requirements  for  non-current  assets 
and  disposal  groups  that  have  been  identified  as  being  held  for  sale. 

The  chapter  has  covered  the: 

■  scope  of  IFRS  5  in  relation  to  held  for  sale  assets; 

■  criteria  for  assets  to  be  classified  as  held  for  sale; 

■  appropriate  measurement  basis;  and 

■  disclosure  requirements  in  relation  to  held  for  sale  assets. 
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7  Self  Test  Questions 
Chapter  10 

1 .  Are  the  following  statements  about  the  requirements  of  IFRS5  Non-current 

assets  held  for  sale  and  discontinued  operations  true  or  false? 

(1)  An  asset  that  meets  the  criteria  for  classification  as  held  for  sale  after 
the  end  of  the  reporting  period  but  before  the  authorisation  of  the 
financial  statements  should  be  measured  in  the  statement  of  financial 
position  at  the  lower  of  carrying  amount  and  fair  value  less  costs  to 
sell. 

(2)  To  be  classified  as  an  asset  held  for  sale,  the  sale  must  be  expected 
to  be  completed  within  12  months  from  the  end  of  the  financial  year. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

The  Mirror  Company  classified  a  non-current  asset  accounted  for  under  the 
cost  model  as  held  for  sale  on  31  December  20X6.  Because  no  offers  were 
received  at  an  acceptable  price,  Mirror  decided  on  1  July  20X7  not  to  sell  the 
asset,  but  to  continue  to  use  it. 

In  accordance  with  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations,  the  asset  should  be  measured  on  1  July  20X7  at 

(select  one  answer) 

A  the  lower  of  its  carrying  amount  and  its  recoverable  amount 

B  the  higher  of  its  carrying  amount  and  its  recoverable  amount 

C  the  lower  of  its  carrying  amount  on  the  basis  that  it  had  never  been 

classified  as  held  for  sale  and  its  recoverable  amount 
D  the  higher  of  its  carrying  amount  on  the  basis  that  it  had  never  been 

classified  as  held  for  sale  and  its  recoverable  amount 


To  which  TWO  of  the  following  types  of  asset  do  the  measurement  provisions 
of  IFRS5  Non-current  assets  held  for  sale  and  discontinued  operations  apply? 

A  Financial  assets 

B  Intangible  development  assets 

C  Leasehold  buildings 

D  Deferred  tax  assets 
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In  accordance  with  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations,  an  asset  should  be  classified  as  held  for  sale  when  which  TWO  of 
the  following  criteria  are  satisfied? 

A  The  sale  is  highly  probable 

B  The  asset  has  a  readily  observable  market  value 

C  The  sale  is  expected  to  be  completed  within  3  months  of  the  end  of 

the  reporting  period 
D  The  asset  is  available  for  immediate  sale  in  its  present  condition 


The  directors  of  The  Rangimoe  Company  decided  at  a  board  meeting  on  28 
February  20X7  that  a  major  machine  tool  should  be  sold.  Trade  magazines 
reported  recent  transactions  in  non-current  assets  of  a  similar  age  at 
CU50,000,  but  the  board  decided  that  the  asking  price  should  be  CU75,000. 
The  board  also  decided  that  as  a  programme  of  repairs  to  the  tool  needed  to 
be  carried  out,  an  agent  should  not  be  contracted  with  for  the  sale  of  the  item 
until  the  repairs  were  completed,  which  was  on  31  May  20X7. 

On  31  July  20X7  the  board  agreed  to  reduce  the  asking  price  to  CU50,000.  A 
deal  was  agreed  with  a  buyer  on  31  August  20X7  and  completion  of  the  sale 
took  place  on  30  November  20X7. 

In  accordance  with  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations,  the  asset  should  be  classified  as  held  for  sale  on 

A  28  February  20X7 

B  31  May  20X7 

C  31  July  20X7 

D  31  August  20X7 


The  Delap  Company  accounts  for  non-current  assets  using  the  cost  model. 

On  25  April  20X7  Delap  classified  a  non-current  asset  as  held  for  sale  in 
accordance  with  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations.  At  that  date  the  asset's  carrying  amount  was  CU32,000,  its  fair 
value  was  estimated  at  CU22,000  and  the  costs  to  sell  at  CU3,200. 

On  15  May  20X7  the  asset  was  sold  for  net  proceeds  of  CU  18,400. 

In  accordance  with  IFRS5,  what  amount  should  be  included  as  an  impairment 
loss  in  Delap's  statement  of  comprehensive  income  for  the  year  ended  30 
June  20X7? 


A 

CU13.600 

B 

CU13.200 

C 

Nil 

D 

CU10.000 
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The  Alethe  Company  accounts  for  non-current  assets  using  the  cost  model. 

On  30  October  20X7  Alethe  classified  a  non-current  asset  as  held  for  sale  in 
accordance  with  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations.  At  that  date  the  asset's  carrying  amount  was  CU  15,000,  its  fair 
value  was  estimated  at  CU1 1 ,000  and  the  costs  to  sell  at  CU1 ,500. 

On  20  November  20X7  the  asset  was  sold  for  net  proceeds  of  CU9,200. 

In  accordance  with  IFRS5,  what  amount  should  be  included  as  a  loss  on 
disposal  in  Alethe's  statement  of  comprehensive  income  for  the  year  ended 
31  December  20X7? 


A 

Nil 

B 

CU4.300 

C 

CU5.800 

D 

CU300 

The  Coral  Company  accounts  for  non-current  assets  using  the  cost  model. 

On  20  July  20X7  Coral  classified  a  non-current  asset  as  held  for  sale  in 
accordance  with  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations.  At  that  date  the  asset's  carrying  amount  was  CU  14,500,  its  fair 
value  was  estimated  at  CU21 ,500  and  the  costs  to  sell  at  CU1 ,450. 

The  asset  was  sold  on  18  October  20X7  forCU21,200. 

In  accordance  with  IFRS5,  at  what  amount  should  the  asset  be  stated  in 
Coral's  statement  of  financial  position  at  30  September  20X7? 

A  CU20,050 

B  CU21.500 

C  CU21.200 

D  CUM, 500 
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The  Verbena  Company  accounts  for  non-current  assets  using  the  revaluation 
model. 

On  30  October  20X7  Verbena  classified  a  freehold  property  as  held  for  sale  in 
accordance  with  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations.  At  that  date  the  property's  carrying  amount  was  CU22,000  and 
the  balance  on  the  revaluation  reserve  was  CU12,000.  At  that  date  its  fair 
value  was  estimated  at  CU29,000  and  the  costs  to  sell  at  CU2,200. 

The  property  was  sold  in  20X8. 

In  accordance  with  IFRS5,  at  what  amount  should  the  revaluation  reserve  be 
stated  at  31  December  20X7? 


A 

Nil 

B 

CU12.000 

C 

CU16.800 

D 

CU19.000 

10.        The  Verba  Company  accounts  for  non-current  assets  using  the  revaluation 
model. 

On  30  June  20X7  Verba  classified  a  freehold  property  as  held  for  sale  in 
accordance  with  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations.  At  that  date  the  property's  carrying  amount  was  CU290,000  and 
the  balance  on  the  revaluation  reserve  was  CU20,000. 

At  that  date  its  fair  value  was  estimated  at  CU330,000  and  the  costs  to  sell  at 
CU20,000.  At  31  December  20X7  the  property's  fair  value  was  estimated  at 
CU325,000  and  the  costs  to  sell  at  CU25,000. 

In  accordance  with  IFRS5  the  asset  should  be  carried  in  Verba's  statement  of 
financial  position  at  31  December  20X7  at 

A  CU310,000 

B  CU330.000 

C  CU300.000 

D  CU325.000 
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Chapter  11 

INVESTMENT  PROPERTY 


1  Business  Context 

Investment  properties  are  properties  that  are  held  by  their  owners  for  their  investment 
potential.  This  potential  may  be  realised  either  through  the  receipt  of  rental  income  or  by 
continuing  to  hold  the  properties  for  their  capital  appreciation.  Investment  properties  are  not 
held  by  an  entity  for  use  in  the  production  or  supply  of  goods  and  services.  The  risks  and 
returns  associated  with  an  investment  property  are  different  to  those  that  result  from  an  entity 
using  the  property  for  its  own  occupation. 

While  rental  income  presents  few  problems,  the  issue  of  capital  gains  raises  both  commercial 
and  accounting  issues.  Gains  can  be  viewed  as  either  a  year  on  year  increase  in  the 
property's  value  or  as  one  total  gain  over  the  period  of  ownership. 

Since  an  investment  property  is  an  investment  of  the  entity  it  is  not  necessarily  appropriate  to 
recognise  the  consumption  of  the  asset  through  depreciation  charges  each  period  on  a 
systematic  basis.  It  is  generally  the  current  value  of  investment  properties  which  is  of  prime 
importance  and  therefore  recognising  such  properties  in  the  financial  statements  at  their 
market  value  may  be  seen  as  more  appropriate. 


2  Chapter  Objectives 


This  chapter  deals  with  IAS  40  Investment  properties.  The  key  issue  is  the  identification  of 
properties  which  should  be  treated  as  investment  properties.  Other  important  areas  include 
the  recognition  and  measurement  of  investment  properties  at  different  stages  (i)  initial 
recognition,  (ii)  whilst  held  for  rental  purposes  or  capital  appreciation  and  (iii)  on  disposal. 
Disclosure  issues  are  also  relevant. 

On  completion  of  this  chapter  you  should  be  able  to: 

demonstrate  a  knowledge  of  the  types  of  properties  that  fall  within  the  scope  of 
IAS  40; 

demonstrate  an  understanding  of,  and  be  able  to  apply,  recognition  and 
measurement  criteria  to  investment  properties; 

demonstrate  the  correct  treatment  on  the  change  in  use  of  an  investment  property; 

demonstrate  an  understanding  of  and  be  able  to  apply,  the  correct  treatment  on  the 
disposal  of  an  investment  property; 

demonstrate  a  knowledge  of  the  disclosure  requirements  of  IAS  40;  and 

apply  IAS  40  knowledge  and  understanding  in  particular  circumstances  through  basic 
calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  40 

3.1  Nature  of  investment  properties 

An  investment  property  is  land  or  buildings,  or  both,  that  is  held  by  an  entity  to  earn  rentals 
and/or  for  its  capital  appreciation  potential.  [IAS  40.5] 

In  summary,  an  investment  property  generates  cash  flows  largely  independent  of  the  other 
assets  held  by  an  entity.  This  distinguishes  investment  property  from  owner-occupied 
property,  which  is  held  by  the  owner  for  use  in  the  production  or  supply  of  goods  or  services, 
for  administrative  purposes  or  for  sale  in  the  ordinary  course  of  business.  The  definition  of  an 
investment  property  includes  a  building  that  is  currently  vacant  but  is  held  with  a  view  to  it 
being  let  out  and  an  existing  investment  property  that  is  being  redeveloped  with  a  view  to  its 
continued  use  as  an  investment  property.  [IAS  40.7,  40.8,  40.9] 

IAS  40  makes  it  clear  that  where  a  property  is  being  constructed  for  future  use  as  an 
investment  property  it  does  not  meet  the  investment  property  definition  until  the  construction 
or  development  is  complete.  During  construction  the  property  should  be  recognised  in 
accordance  with  IAS  16  Property,  plant  and  equipment. 

A  property  held  under  an  operating  lease  may  be  classified  by  the  lessee  as  an  investment 
property  if  certain  conditions  are  met.  [IAS  40.6] 

3.2  Scope 

IAS  40  applies  to  the  recognition,  measurement  and  disclosure  of  investment  properties.  It 
does  not  deal  with  areas  that  are  more  specifically  dealt  with  in  other  international  standards. 
For  example,  the  recognition  of  rental  income  is  accounted  for  under  IAS  18  Revenue. 


Illustration  1 

Which  of  the  following  should  be  treated  as  an  investment  property  according  to  IAS  40? 

(1)  An  entity  has  a  factory  which  due  to  a  decline  in  activity  is  no  longer  required  and  is  now 
being  held  for  sale. 

This  is  a  property  held  for  sale  in  the  ordinary  course  of  business  and  is  not  an  investment 
property. 

(2)  Farming  land  is  purchased  for  its  investment  potential.  Planning  permission  has  not  been 
obtained  for  building  constructions  of  any  kind. 

This  is  land  held  for  long-term  capital  appreciation  and  therefore  is  an  investment 
property.  The  lack  of  planning  permission  is  not  relevant  as  values  can  appreciate  in  the 
absence  of  permission  to  build. 

(3)  A  factory  is  in  the  process  of  being  constructed  on  behalf  of  the  government. 

This  is  property  being  constructed  for  a  third  party  and  would  therefore  be  dealt  with 
under  IAS  11  Construction  contracts. 

(4)  A  new  office  building  used  by  an  insurance  entity  as  its  head  office  which  was  purchased 
specifically  in  the  centre  of  a  major  city  in  order  to  exploit  its  capital  gains  potential. 

This  building  generates  cash  flows  as  part  of  a  larger  organisation.  This  is  therefore  an 
owner-occupied  property  dealt  with  under  IAS  16  rather  than  IAS  40. 
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4  Recognition  and  Measurement 


Recognition  as  investment  property? 


Treat  according 
to  IAS  16 


Treat  according 
to  IAS  40 


Initial  recognition 


Subsequent  measurement 
-  accounting  policy  choice 


At  cost  - 

including 

transaction  costs. 

IAS  40.20 


At  cost  less 

■  depreciation 

■  impairment. 

IAS40.56 


OR 


Fair  value 
IAS40.33-35 


4.1  Initial  recognition 

An  investment  property  should  be  recognised  when  the  normal  conditions  for  asset 
recognition  are  satisfied.  These  are  when: 

■  it  is  probable  that  the  future  economic  benefits  associated  with  the  investment 
property  will  flow  to  the  entity;  and 

■  the  cost  of  the  investment  property  can  be  measured  reliably.  [IAS  40.1  6] 

An  investment  property  should  initially  be  measured  at  its  cost.  Cost  includes  transaction 
costs;  these  are  expenses  that  are  directly  attributable  to  the  investment  property,  for 
example  professional  fees  and  property  transfer  taxes.  Cost  does  not  include  activities  that, 
whilst  related  to  the  investment  property,  are  not  directly  attributable  to  it,  for  example  start  up 
costs,  relocation  costs  and  the  normal  servicing  of  the  property.  [IAS  40.20,  40.21] 

Self-constructed  investment  properties  should  be  held  at  the  cost  recognised  in  accordance 
with  IAS  16  at  the  date  when  the  construction  or  development  is  completed.  Only  on 
completion  can  the  property  be  recognised  as  an  investment  property  in  accordance  with 
IAS  40. 

Where  a  property  held  under  a  lease  is  classified  as  an  investment  property,  IAS  17  Leases 
requires  the  property  to  be  recognised  at  the  lower  of  fair  value  and  the  present  value  of  the 
minimum  lease  payments  under  the  lease.  [IAS  40.25] 
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4.2  Measurement  after  recognition 

Following  initial  measurement  at  cost,  investment  properties  are  either  held  at  cost  less 
accumulated  depreciation  (the  cost  model)  or  measured  at  fair  value  (the  fair  value  model). 
Where  the  cost  model  is  chosen,  the  property  should  be  recognised  in  accordance  with 
IAS  16.  [IAS  40.33,  40.56] 

The  chosen  accounting  policy  should  generally  be  consistently  applied  to  all  of  the  entity's 
investment  properties  (i.e.  it  is  not  permitted  to  measure  one  property  at  cost  and  another  at 
fair  value).  There  is  an  assumption  that  an  entity  will  be  able  to  determine  an  investment 
property's  fair  value  reliably.  However,  in  exceptional  cases  this  may  not  be  possible,  so  the 
individual  property  should  be  measured  at  cost  even  where  the  entity  has  an  accounting 
policy  of  measuring  investment  properties  at  fair  value.  Where  an  entity  has  this  mixed 
accounting  for  investment  properties,  it  should  disclose  why  this  has  arisen  and  if  possible 
provide  a  range  of  estimates  for  fair  value.  [IAS  40.53,  40.78] 

Where  an  investment  property  is  measured  at  fair  value,  the  entity  should  continue  to  apply 
this  accounting  policy  to  it.  [IAS  40.55] 

4.3  The  fair  value  model 

Where  the  fair  value  model  is  adopted  following  the  initial  recognition  of  investment 
properties,  the  properties  should  be  valued  at  fair  value  at  the  end  of  each  reporting  period. 
Changes  in  the  fair  value  of  investment  properties  should  be  recognised  directly  as  part  of 
profit  or  loss  for  the  period  in  which  the  remeasurement  occurred.  [IAS  40.35] 

The  fair  value  of  an  investment  property  is  the  price  at  which  the  property  could  be  exchanged 
between  knowledgeable  and  willing  parties  in  an  arm's  length  transaction.  [IAS  40.5] 

Fair  value  should  reflect  the  market  conditions  at  the  end  of  the  reporting  period.  The  best 
evidence  of  fair  value  is  given  by  current  prices  in  an  active  market  for  similar  properties  in  the 
same  location  and  condition.  It  is  important  to  appreciate  that  fair  value  is  time  specific  (since 
market  conditions  change),  so  the  valuation  should  take  place  at  the  end  of  each  reporting 
period.  [IAS  40.38] 


Illustration  2 

An  entity  owns  two  investment  properties,  X  and  Y,  the  fair  values  of  which  are: 

At  31  December         At  31  December 

2006 

2007 

CU  million 

CU  million 

Property  X                                        15 

20 

Property  Y                                        10 

8 

The  original  cost  of  the  properties  was  CU9  million  each  when  they  were  acquired  on  1 

January  2005.  The  entity  uses  the  fair  value  model  to  value  all  its  investment  properties. 

The  following  amounts  should  be  recognised 

in  the  financial  statements  for  the  year  ended  31 

December  2007: 

Statement  of  comprehensive  income       CU 

million 

Property  X                     (income) 

5 

Property  Y                     (charge) 

2 

Net  credit  in  year 

_3 

Statement  of  financial  position 

CU  million 
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Property  X 
Property  Y 
Total 


20 
_8 
28 


5  Transfers  Following  a  Change  in  Usage 

A  change  in  the  use  of  a  property  may  lead  to  it  no  longer  being  recognised  as  an  investment 
property.  The  following  table  sets  out  where  there  might  be  evidence  that  a  change  in  use  has 
occurred  and  how  the  property  should  be  treated  following  the  change  in  use.  [IAS  40.57] 


Evidence  of 
change  in  use 

Accounting  treatment 

Occupation  of  the 
property  by  the  entity 
itself. 

The  property  is  now  owner-occupied  and  should  therefore  be 
recognised  as  a  property  in  use  by  the  entity  in  accordance  with 
IAS  16. 

Where  the  investment  property  was  measured  at  fair  value,  its  fair 
value  at  the  date  of  change  in  use  should  be  treated  as  the 
deemed  cost  for  future  accounting.  [IAS  40.60] 

Development  of  the 
property  commences, 
with  the  intention  that  it 
will  be  sold  by  the 
entity. 

The  property  is  being  held  for  sale  in  the  normal  course  of 
business  and  should  therefore  be  reclassified  as  inventory  and 
recognised  in  accordance  with  IAS  2  Inventories. 

Where  the  investment  property  was  measured  at  fair  value,  its  fair 
value  at  the  date  of  change  in  use  should  be  treated  as  the 
deemed  cost.  [IAS  40.60] 

Development  of  the 
property  commences, 
with  the  intention  that  it 
will  continue  to  be  an 
investment  property 
after  completion  of  the 
development  works. 

The  property  should  continue  to  be  held  as  an  investment  property 
under  IAS  40. 

A  building  that  was 
occupied  by  the  entity  is 
vacated  so  that  it  can 
be  let  to  third  parties. 

The  property  is  no  longer  owner-occupied  and  therefore  should  be 
transferred  to  investment  properties  and  recognised  in  accordance 
with  IAS  40. 

A  property  that  was 
originally  held  as 
inventory  has  now  been 
let  to  a  third  party. 

The  property  is  no  longer  held  for  resale  and  is  instead  held  to 
generate  future  rental  income  and  therefore  should  be  transferred 
to  investment  properties  in  accordance  with  IAS  40. 

Where  investment  properties  are  measured  at  fair  value  the 
property  should  be  revalued  at  the  date  of  change  in  use  and  any 
difference  should  be  recognised  directly  in  profit  or  loss  for  the 
period.  [IAS  40.6  3] 
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An  entity  has 
constructed  a  property 
that  it  now  intends  to  let 
out  to  a  number  of  third 
parties. 


Whilst  the  property  is  being  constructed  it  is  accounted  for  in 
accordance  with  IAS  16.  However,  on  completion  it  should  be 
transferred  to  investment  properties. 

Where  investment  properties  are  measured  at  fair  value  the 
property  should  be  revalued  at  the  date  of  change  in  use  and  any 
difference  should  be  recognised  directly  in  profit  or  loss  for  the 
period.  [IAS  40.65] 


6  Disposal  of  Investment  Properties 

An  investment  property  should  be  eliminated  from  the  statement  of  financial  position  when  it 
is  disposed  of,  either  through  sale  or  by  entering  a  finance  lease.  An  investment  property 
which  is  permanently  withdrawn  from  use  and  will  not  generate  any  future  economic  benefits, 
even  on  its  ultimate  disposal,  should  be  eliminated  from  the  statement  of  financial  position. 
[IAS  40.66] 

When  an  investment  property  is  disposed  of  or  permanently  withdrawn  from  use  and  no  future 
benefit  will  accrue  to  the  entity,  a  gain  or  loss  should  be  calculated  and  recognised  directly  as 
part  of  profit  or  loss  for  the  period  in  which  the  disposal  or  'retirement'  takes  place.  The  gain 
or  loss  should  normally  be  determined  as  the  difference  between  the  net  disposal  proceeds 
and  the  carrying  amount  of  the  asset.  [IAS  40.69] 


Illustration  3 

An  entity  purchased  an  investment  property  on  1  January  2004,  for  a  cost  of  CU400,000.  The 
property  has  a  useful  life  of  50  years,  with  no  residual  value,  and  at  31  December  2006  had  a 
fair  value  of  CU560,000.  On  1  January  2007  the  property  was  sold  for  net  proceeds  of 
CU540,000. 

The  amount  that  should  be  recognised  as  part  of  the  profit  or  loss  for  the  year  ended 
31  December  2007  regarding  the  disposal  of  the  property  is  shown  below: 

The  cost  model 

CU 

(a)    Carrying  amount  400,000 -(400,000  /  50  years  x  3)  = 
Net  proceeds 
Profit  on  sale 

376,000 
540,000 
164,000 

The  fair  value  model 

(b)    Fair  value 
Net  proceeds 
Loss  on  sale 

560,000 

540,000 

20,000 
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7  Disclosure 

The  disclosures  required  in  relation  to  investment  properties  are  in  three  broad  groups: 

■  those  applicable  to  both  the  fair  value  model  and  the  cost  model; 

■  those  applicable  only  to  the  fair  value  model;  and 

■  those  applicable  only  to  the  cost  model. 

7.1  Applicable  to  both  the  fair  value  model  and  the  cost  model 

An  entity  should  disclose  which  measurement  basis  it  uses  for  its  investment  properties,  so 
whether  it  uses  the  cost  model  or  fair  value  model.  When  it  has  been  particularly  difficult  to 
establish  whether  the  property  is  an  investment  property  or  an  owner-occupied  property,  the 
entity  should  set  out  the  criteria  that  it  considered  in  making  its  decision.  [IAS  40.75] 

An  entity  should  separately  identify  the  amount  of  rental  income  recognised  in  the  period 
along  with  any  related  operating  expenses  attributable  to  the  rentals. 

If  restrictions  exist  on  the  realisation  of  income,  either  through  rentals  or  sale  proceeds,  or  if 
the  entity  has  a  contractual  obligation  to  purchase  or  construct  an  investment  property,  these 
facts  should  be  disclosed. 

7.2  The  fair  value  model 

Where  an  entity  applies  the  fair  value  model  it  should  present  a  detailed  reconciliation, 
showing  all  movements,  between  the  carrying  amount  of  investment  property  at  the  beginning 
and  the  end  of  the  period.  [IAS  40.76] 

An  entity  should  disclose  the  methods  and  significant  assumptions  made,  including  whether 
there  was  market  evidence  or  not,  in  determining  the  fair  value  of  investment  property,  and 
whether  the  valuation  was  carried  out  by  an  independent  qualified  valuer.  [IAS  40.75] 

It  is  possible  that  significant  fixtures,  such  as  lifts  and  office  furniture,  within  an  investment 
property  have  been  separately  recognised  in  the  financial  statement  as  property,  plant  and 
equipment  under  IAS  16.  A  property  will  generally  be  valued  as  a  whole  and  therefore  the 
valuation  will  include  such  fixtures.  To  avoid  the  double  counting  of  these  items,  the  fair  value 
of  the  property  should  be  adjusted.  Where  such  an  adjustment  has  been  made,  this  fact 
should  be  disclosed.  [IAS  40.77] 

7.3  The  cost  model 

An  entity  that  applies  the  cost  model  should  disclose  the  depreciation  methods  and  rates,  or 
useful  life,  used. 

A  detailed  reconciliation  should  be  presented  for  the  gross  cost  of  investment  properties  and 
the  related  accumulated  depreciation  showing  all  movements  during  the  year.  The  carrying 
amount  (i.e.  the  cost  less  the  accumulated  depreciation)  should  be  clearly  disclosed  for  both 
the  beginning  and  end  of  the  period. 

In  addition  an  entity  is  required  to  disclose  the  fair  value  of  investment  properties  where 
possible.  If  it  is  not  possible,  this  fact  should  be  explained  and  a  range  of  estimates  should  be 
provided  instead.  [IAS  40.79] 
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8  Chapter  Review 

This  chapter  has  been  concerned  with  the  accounting  for  investment  properties.  A  key  issue 
is  the  identification  of  properties  that  should  be  treated  as  investment  properties.  Once 
identified  as  an  investment  property  the  entity  should  address  recognition  and  measurement 
issues.  These  include:  (i)  initial  recognition,  (ii)  ongoing  measurement  and  (iii)  on  disposal. 

This  chapter  has  covered: 

the  nature  of  investment  properties  and  the  scope  of  IAS  40; 

recognition  and  measurement  criteria  for  investment  properties,  including  the  fair 
value  model  and  the  cost  model; 

treatment  on  the  change  in  use  of  an  investment  property; 

treatment  on  the  disposal  of  an  investment  property;  and 

the  disclosure  requirements  of  IAS  40. 
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9  Self  Test  Questions 
Chapter  1 1 

1 .  Which  TWO  of  the  following  statements  best  describe  'owner-occupied 

property',  according  to  IAS40  Investment  property? 

A  Property  held  for  sale  in  the  ordinary  course  of  business 

B  Property  held  for  use  in  the  production  and  supply  of  goods  or 

services 
C  Property  held  to  earn  rentals 

D  Property  held  for  administrative  purposes 


Which  ONE  of  the  following  terms  best  describes  property  held  to  earn  rentals 
or  for  capital  appreciation? 

A  Freehold  property 

B  Leasehold  property 

C  Owner-occupied  property 

D  Investment  property 


Under  IAS40  Investment  property,  which  ONE  of  the  following  additional 
disclosures  must  be  made  when  an  entity  chooses  the  cost  model  as  its 
accounting  policy  for  investment  property? 


A  The  fair  value  of  the  property 

B  The  present  value  of  the  property 

C  The  value  in  use  of  the  property 

D  The  net  realisable  value  of  the  property 


IAS40  Investment  property  gives  a  choice  between  two  different  models  as 
the  accounting  policy  to  be  used  in  relation  to  investment  property. 

Which  ONE  of  the  following  disclosures  should  be  made  when  the  fair  value 
model  has  been  adopted? 

A  Depreciation  methods  used 

B  The  amount  of  impairment  losses  recognised 

C  Useful  lives  or  depreciation  rates  used 

D  Net  gains  or  losses  from  fair  value  adjustments 
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Which  TWO  of  the  following  properties  fall  under  the  definition  of  investment 
property  and  therefore  within  the  scope  of  IAS40  Investment  property? 

A  Land  held  for  long-term  capital  appreciation 

B  Property  occupied  by  an  employee  paying  market  rent 

C  Property  being  constructed  on  behalf  of  third  parties 

D  A  building  owned  by  an  entity  and  leased  out  under  an  operating  lease 


The  Bentham  Company  purchased  an  investment  property  on  1  January 
20X5  for  a  cost  of  CU220,000.  The  property  had  a  useful  life  of  40  years  and 
at  31  December  20X7  had  a  fair  value  of  CU300,000. 

On  1  January  20X8  the  property  was  sold  for  net  proceeds  of  CU290,000. 

Bentham  uses  the  cost  model  to  account  for  investment  properties. 

What  is  the  gain  or  loss  to  be  recognised  in  profit  or  loss  for  the  year  ended 
31  December  20X8  regarding  the  disposal  of  the  property,  according  to  IAS40 
Investment  property? 

A  CU86,500  gain 

B  CU81, 000  gain 

C  CU10, 000  loss 

D  CU70.000  gain 


The  Niagara  Company  owns  three  properties  which  are  classified  as 
investment  properties  according  to  IAS40  Investment  property.  Details  of  the 
properties  are  given  below: 


Initial 

Fai 

rvalue  at 

Fai 

rvalue  at 

cost 

31  Dec  20X7 

31  Dec  20X8 

CU'000 

CU'000 

CU'000 

Property  (1) 

270 

320 

350 

Property  (2) 

345 

305 

285 

Property  (3) 

330 

385 

360 

Each  property  was  acquired  in  20X4  with  a  useful  life  of  50  years.  The 
company's  accounting  policy  is  to  use  the  fair  value  model  for  investment 
properties. 

What  is  the  gain  or  loss  to  be  recognised  in  Niagara's  profit  or  loss  for  the 
year  ending  31  December  20X8? 

A  CU18, 900  loss 

B  CU15, 000  loss 

C  CU30,000  gain 

D  CU45,000  loss 
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The  Micro  Company  acquired  a  building  on  1  January  20X7  for  CU900,000. 
At  that  date  the  building  had  a  useful  life  of  30  years.  At  31  December  20X7 
the  fair  value  of  the  building  was  CU960,000.  The  building  was  classified  as 
an  investment  property  and  accounted  for  under  the  cost  model. 

According  to  IAS40  Investment  property,  what  amounts  should  be  carried  in 
the  statement  of  financial  position  and  recognised  in  profit  or  loss? 


Carrying  amount  in 

Recognised  in 

statement  of 

profit  or  loss 

financial  position 

A 

CU960,000 

No  gain/loss 

B 

CU900.000 

No  gain/loss 

C 

CU960.000 

GainofCU60,000 

D 

CU870.000 

Expense  of  CU30,0C 

The  Lancer  Company  has  a  single  investment  property  which  had  originally 
cost  CU580,000  on  1  January  20X4.  At  31  December  20X6  its  fair  value  was 
CU600,000  and  at  31  December  20X7  it  had  a  fair  value  of  CU590,000.  On 
acquisition  the  property  had  a  useful  life  of  40  years. 

According  to  IAS40  Investment  property,  what  should  be  the  expense 
recognised  in  Lancer's  profit  or  loss  for  the  year  ending  31  December  20X7 
under  each  of  the  fair  value  model  and  the  cost  model? 


Fair  value  model 

Cost  model 

A 

CU14.750 

CU14.500 

B 

CU10.000 

CU14.500 

C 

CU14.500 

CU10.000 

D 

CU10.000 

CU14.750 

10.        The  Paradise  Company's  accounting  policy  with  respect  to  investment 
properties  is  to  measure  them  at  fair  value  at  the  end  of  each  reporting 
period.  One  of  its  investment  properties  was  measured  at  CU800,000  on  31 
December  20X7. 

The  property  had  been  acquired  on  1  January  20X7  for  a  total  of  CU760,000, 
made  up  of  CU690,000  paid  to  the  vendor,  CU30,000  paid  to  the  local 
authority  as  a  property  transfer  tax  and  CU40,000  paid  to  professional 
advisers. 

In  accordance  with  IAS40  Investment  property,  the  amount  of  the  gain  to  be 
recognised  in  profit  or  loss  in  the  year  ended  31  December  20X4  in  respect  of 
the  investment  property  is 

A  CU40,000 

B  CU70,000 

C  CU80,000 

D  CU110,000 
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Chapter  12 

INTANGIBLES 


1  Business  Context 

Brand  names  such  as  Coca-Cola  and  Microsoft  are  in  many  cases  an  entity's  most  valuable 
asset,  but  they  are  extremely  difficult  to  value  when  they  have  been  generated  internally  and 
over  a  period  of  time.  Brands  are  one  example  of  an  intangible  asset.  Internally  generated 
brands  that  cannot  be  measured  reliably  are  not  recognised  in  the  statement  of  financial 
position  because  of  the  difficulties  that  surround  their  valuation. 

However,  an  entity  that  has  acquired,  as  opposed  to  internally  generated,  an  equally  valuable 
brand  will  recognise  it,  since  a  fair  value  can  be  attributed  to  it.  As  the  acquirer  has  paid  a 
price  to  acquire  this  brand,  that  price  provides  a  reliable  measurement. 

This  inconsistent  treatment  has  in  the  past  led  to  some  companies  writing  off  acquired  brands 
(i.e.  removing  the  asset  from  the  statement  of  financial  position  and  recognising  this  amount 
in  profit  or  loss). 


2  Chapter  Objectives 

This  chapter  deals  with  IAS  38  Intangible  assets,  which  sets  out  the  reporting  requirements 
relating  to  intangible  assets. 

On  completion  of  this  chapter  you  should  be  able  to: 

demonstrate  a  knowledge  of  the  objectives  and  scope  of  IAS  38; 


• 


• 


demonstrate  a  knowledge  of  the  important  terminology  and  definitions  which  relate  to 
intangible  assets; 

demonstrate  an  understanding  of  how  to  identify,  measure,  disclose  and  account  for 
the  disposal  of  intangible  assets;  and 

apply  IAS  38  knowledge  and  understanding  in  particular  circumstances  through  basic 
calculations. 


3  Objectives,  Scope  and  Definitions  of  IAS  38 

An  intangible  asset  is  defined  as  an  identifiable  non-monetary  asset  that  does  not  have 
physical  substance.  Non-monetary  assets  are  those  which  are  not  'monetary  assets' 
(monetary  assets  are  defined  as  items  whose  value  is  fixed  in  money  terms,  for  example,  a 
receivable  or  cash). 
[IAS  38.8] 

The  objective  of  IAS  38  is  to  prescribe  the  accounting  treatment  for  intangible  assets  that  are 
not  dealt  with  specifically  in  other  standards.  It  requires  an  entity  to  recognise  an  intangible 
asset  if  certain  criteria  are  met.  It  also  specifies  how  to  measure  the  carrying  amount  of 
intangible  assets  and  the  nature  of  the  disclosures  required. 

Examples  of  assets  outside  the  scope  of  IAS  38  include:  [IAS  38.2] 

•  goodwill  which  is  accounted  for  under  IFRS  3  Business  combinations; 

•  financial  assets  as  defined  in  IAS  32  Financial  instruments:  Presentation;  and 
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•      exploration  and  evaluation  assets  which  are  accounted  for  under  IFRS  6  Exploration 
for  and  evaluation  of  mineral  resources. 

One  of  the  principal  distinctions  between  property,  plant  and  equipment  and  intangible  assets 
is  that  while  the  former  have  physical  substance,  the  latter  do  not. 

The  distinction  can  sometimes  be  blurred  where,  for  example,  an  item  itself  does  not  have 
physical  substance  but  is  held  in  or  on  something  that  does.  Examples  of  this  are  computer 
software  held  on  compact  disc,  a  licence  or  patent  written  into  a  legal  document,  or  a  film  held 
on  tape.  In  such  cases  judgement  will  be  needed  to  assess  whether  the  item  should  be 
accounted  for  in  accordance  with  IAS  16  Property,  plant  and  equipment  or  IAS  38.  If  software 
forms  an  integral  part  of  the  related  hardware,  then  it  will  be  accounted  for  as  part  of  the 
hardware  under  IAS  16;  if,  however,  it  is  a  piece  of  independent  software,  then  it  should  be 
accounted  for  under  IAS  38. 

IAS  38  specifically  applies  to  expenditure  incurred  on  activities  such  as  advertising,  training, 
start-up  activities,  and  research  and  development.  The  standard  also  applies  to  rights  under 
licensing  agreements  for  items  such  as  motion  pictures,  video  recordings,  plays,  manuscripts, 
patents  and  copyrights. 

An  intangible  asset  should  be  initially  measured  at  cost.  [IAS  38.24] 


4  The  Definition  of  Intangible  Assets 

4.1  Identifiability 

The  definition  of  an  intangible  asset,  as  set  out  above,  includes  the  requirement  for  the  asset 
to  be  identifiable.  The  reason  for  this  requirement  is  to  distinguish  it  from  goodwill,  which 
arises  on  the  acquisition  of  a  subsidiary.  Goodwill  is  not  identifiable  itself  since  it  represents 
future  economic  benefits  arising  from  assets  not  capable  of  individual  identification  and 
separate  recognition. 

For  an  intangible  asset  to  be  determined  as  identifiable  it  should  either  be:  [IAS  38.12] 

•  separable;  or 

•  arise  from  contractual  or  other  legal  rights. 

An  asset  is  separable  if  it  can  be  sold,  licensed,  or  rented  to  another  party  on  its  own,  rather 
than  as  part  of  the  business.  Rights  to  films,  airport  landing  slots,  fishing  or  milk  quotas,  taxi 
licences,  patents,  copyrights  and  trademarks  are  all  examples  of  separable  assets  and 
therefore  fall  within  the  definition  of  intangibles. 

A  trading  licence  which  is  not  transferable  to  another  entity  is  not  separable,  but  it  still  is  an 
intangible  asset  because  it  arises  from  legal  rights. 

4.2  Control 

One  of  the  characteristics  of  an  asset  is  that  it  is  under  the  control  of  the  entity.  Control 
results  in  the  entity  being  able  to  obtain  the  future  economic  benefits  generated  by  using  an 
asset  and  to  restrict  other  parties  from  obtaining  them.  This  would  normally  arise  where  there 
are  legal  rights  enforceable  in  a  court  of  law,  for  example  trademarks,  copyrights  and  patents. 
The  existence  of  legal  rights  is  not,  however,  an  essential  element  in  determining  control, 
although  control  is  more  difficult  to  identify  without  their  presence. 

Staff  is  a  common  example  of  an  asset  that  is  not  controlled  by  the  entity  and  does  not 
therefore  meet  the  definition  of  an  intangible  asset.  Although  the  entity  expects  that  staff  skills 
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and  knowledge  will  lead  to  increased  economic  benefits  flowing  to  it,  it  has  insufficient  control 
over  them,  since  they  can  usually  leave  at  short  notice.  Without  the  protection  of  a  legal  right, 
the  entity  has  insufficient  control  over  the  expected  future  economic  benefits  from  customer 
relationships  to  meet  the  definition  of  an  intangible  asset.  However,  it  is  possible  for  an  entity 
to  sell  part  of  a  customer  list,  but  such  a  sale  is  not  a  business  combination.  The  ability  to 
exchange,  for  example,  a  customer  relationship  is  evidence  that  the  entity  has  control  over 
the  future  economic  benefits  flowing  from  that  relationship,  and  therefore  meets  the  definition 
of  an  intangible  asset. 

Future  economic  benefits  flowing  from  an  intangible  asset  may  arise  from  increased  revenue, 
but  may  also  arise  from  the  reduction  of  costs  as  a  result  of,  for  example,  a  legal  right  to  use  a 
new  technology. 


5  Initial  Recognition  and  Measurement 

Before  an  intangible  asset  can  be  recognised  in  the  financial  statements,  not  only  does  it 
need  to  meet  the  definition  discussed  above  but  it  also  needs  to  meet  certain  recognition 
criteria. 

The  recognition  criteria  are  that:  [IAS  38.21] 

•  it  is  probable  that  future  economic  benefits  from  the  asset  will  flow  to  the  entity;  and 

•  the  cost  of  the  asset  can  be  measured  reliably. 

IAS  38  provides  examples  of  where  expenditure  is  incurred  to  provide  future  economic 
benefits  to  the  entity,  but  where  no  intangible  asset  should  be  recognised  because  the 
relevant  expenditure  cannot  be  measured  reliably.  Such  expenditure  should  instead  be 
recognised  as  an  expense.  Examples  include  expenditure  on  start-up  activities,  staff  training 
costs  (even  where  this  is  directly  related  to  a  new  asset),  advertising  and  promotional 
activities,  and  expenditure  on  relocating  an  activity.  [IAS  38.69] 

5.1  Separately  acquired  intangible  assets 

In  most  cases  separately  acquired  intangible  assets,  for  example  brands,  licences,  computer 
software  and  patents,  meet  the  above  recognition  criteria. 

An  intangible  asset  should  be  initially  recognised  at  its  cost.  Cost  includes  the  net  amount 
paid  for  the  asset  after  taxes,  trade  discounts  and  other  directly  attributable  costs.  Other 
directly  attributable  costs  might  include,  for  example,  professional  fees,  or  costs  incurred  to 
test  the  functionality  of  the  asset.  Such  costs  do  not  include  the  cost  of  incorporating  the  new 
asset  into  the  existing  business,  or  general  administrative  and  overhead  costs. 

The  requirements  for  the  recognition  and  timing  of  costs  capitalised  as  part  of  the  cost  of  the 
intangible  asset  are  similar  to  those  set  out  in  IAS  16.  Capitalisation  of  costs  should  cease 
when  the  asset  is  ready  for  use  even  if  the  asset  has  not  yet  been  put  into  use,  or  is  operating 
at  below  expected  levels. 


Illustration  1 

An  entity  acquires  new  technology  that  will  revolutionise  its  current  manufacturing  process. 
The  costs  are  set  out  below: 

CU 
Original  cost  of  the  new  technology  1 ,000,000 

Discount  provided  100,000 

Staff  training  incurred  in  operating  the  new  process  50,000 
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Testing  of  the  new  manufacturing  process 

Losses  incurred  whilst  other  parts  of  the  plant  stood  idle 

10,000 
20,000 

The  cost  that  should  be  i 

capitalised  as  part  of  the 

intangible 

asset 

is: 

CU 

Cost 

Less  discount 

Plus  testing  of  process 

1,000,000 
(100,000) 
10,000 

5.2  Exchanges  of  assets 

Where  one  non-monetary  asset  is  exchanged  for  another,  the  intangible  asset  acquired  is 
normally  measured  at  its  fair  value.  Where  it  is  not  possible  to  fair-value  the  asset  acquired, 
for  example  where  the  fair  value  is  not  reliably  measurable,  then  it  should  be  recognised  at 
the  carrying  amount  of  the  intangible  asset  given  up. 

5.3  Intangible  assets  acquired  as  part  of  a  business  combination 

The  cost  of  an  intangible  asset  acquired  as  part  of  a  business  combination  should  be 
assessed  at  its  fair  value  at  the  acquisition  date.  Fair  value  is  defined  as  'the  amount  for 
which  an  asset  could  be  exchanged  between  knowledgeable,  willing  parties  in  an  arm's 
length  transaction' . 
[IAS  38.8] 

Fair  value  may  be  observable  from  an  active  market  or  recent  similar  transactions.  Other 
methods  may  also  be  used,  but  if  no  means  are  available  of  ascertaining  its  fair  value  reliably, 
then  the  asset  does  not  meet  the  recognition  criteria.  In  such  circumstances  no  separate 
intangible  asset  would  be  recognised.  However,  the  carrying  amount  of  goodwill  would 
increase. 

If  an  intangible  asset  acquired  in  a  business  combination  is  separable  or  arises  from  legal 
rights,  sufficient  information  exists  to  measure  reliably  its  fair  value. 
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6  Internally  Generated  Intangible  Assets 

Internally  generated  goodwill  should  not  be  recognised  as  an  asset.  [IAS  38.48] 

The  key  difficulties  in  deciding  whether  an  internally  generated  asset  should  be  recognised 
are  pinpointing  exactly  when  it  comes  into  existence  and  measuring  its  costs  reliably.  It  is 
difficult  to  distinguish  the  costs  of  generating  an  intangible  asset  from  those  of  maintaining  or 
enhancing  the  day-to-day  operations  of  the  business. 

In  order  to  assist  in  defining  an  internally  generated  asset,  its  evolution  is  thought  of  in  terms 
of  a  research  phase  and  a  development  phase.  These  phases  relate  to  all  intangible  assets 
and  are  not  limited  to  the  area  of  research  and  development  expenditure. 

6.1  The  research  phase 

All  expenditure  identified  as  arising  during  the  research  phase  should  be  recognised  as  an 
expense  as  it  is  incurred.  An  intangible  asset  should  not  be  recognised  during  the  research 
phase.  [IAS  38.54] 

During  this  phase  the  probability  that  future  economic  benefits  will  be  generated  for  the  entity 
is  too  low. 

Examples  of  activities  within  the  research  phase  include: 

(i)       the  search  for  alternative  materials,  devices,  products,  processes,  systems  or 
services;  and 

(ii)  the  formulation,  design,  evaluation  and  final  selection  of  possible  alternatives  for 
new  or  improved  materials,  devices,  products,  processes,  systems  or  services. 

6.2  The  development  phase 

During  the  development  phase  it  may  be  possible  to  identify  an  intangible  asset  which  should 
be  recognised.  The  development  phase  of  a  project  is  further  advanced  than  the  research 
phase;  it  is  the  next  stage  and  therefore  the  probability  of  determining  whether  economic 
benefits  will  be  generated  is  greater.  The  development  phase  will  typically  see  the  design  and 
development  of  a  new  product,  tool,  process  or  system. 

To  be  recognised  as  an  intangible  asset  arising  from  development,  or  the  development 
phase,  a  number  of  stringent  conditions  should  be  satisfied.  The  characteristics  that  should 
be  demonstrated  if  an  intangible  asset  is  to  be  recognised  are:  [IAS  38.57] 

1 .  the  technical  feasibility  to  complete  the  asset,  and  the  intention  and  ability  to  use  or 
sell  it  (these  requirements  relate  to  the  completion  of  the  process  to  be  able  to 
obtain  future  economic  benefits); 

2.  the  means  by  which  the  probable  future  economic  benefits  will  be  generated  and 
the  availability  of  the  resources  to  complete  the  development  (this  relates  to  both 
the  definition  of  an  asset  and  the  recognition  criteria);  and 

3.  the  ability  to  measure  the  development  expenditure  reliably  (to  meet  the  recognition 
criteria). 

All  three  characteristics  should  be  present.  The  second  of  these  criteria  specifically  requires 
that  the  entity  can  demonstrate  the  existence  of  a  market  for  the  output  of  the  intangible  asset 
or,  if  it  is  to  be  used  internally,  the  usefulness  of  the  intangible  asset. 

IAS  38  explicitly  states  that  internally  generated  brands,  mastheads,  publishing  titles, 
customer  lists  and  similar  items  should  not  be  recognised  as  intangible  assets.  Such  items 
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cannot  be  identified  separately  from  the  cost  of  developing  the  business  as  a  whole.  Instead 
such  items  are  seen  as  being  component  parts  of  internally  generated  goodwill,  the 
recognition  of  which  is  prohibited.  [IAS  38.63] 

6.3  The  cost  of  internally  generated  intangible  assets 

If  an  internally  generated  intangible  asset  is  recognised,  it  should  be  measured  at  its  cost. 
This  is  the  directly  attributable  cost  necessary  to  create,  produce,  and  prepare  the  asset  for  its 
intended  use.  Such  costs  include,  among  other  things: 

•  materials  and  services  consumed; 

•  employment  costs  of  those  directly  engaged  in  generating  the  asset;  and 

•  legal,  patent  or  licence  registration  fees. 

It  is  important  to  note  that  it  is  only  expenditure  incurred  after  the  project  has  entered  its 
development  phase  that  can  be  included  as  part  of  the  cost.  It  is  not  possible  at  the  time  of 
recognition  to  go  back  to  recognise  as  an  asset  expenditure  incurred  during  the  research 
phase  which  has  already  been  recognised  as  an  expense  in  profit  or  loss. 

Illustration  2 

An  entity  is  developing  a  new  pharmaceutical  ingredient.  In  the  previous  year  the  entity 
recognised  CU1 ,000  as  an  expense.  During  the  current  year  expenditure  incurred  was 
CU1 ,200.  Of  this  CU800  was  incurred  before  the  entity  was  able  to  demonstrate  that  the 
pharmaceutical  ingredient  met  the  criteria  for  recognition  as  an  intangible  asset. 

The  pharmaceutical  ingredient  is  recognised  as  an  intangible  asset  at  a  cost  of  CU400,  being 
the  expenditure  incurred  since  the  recognition  criteria  were  met.  The  CU1 ,800  incurred  before 
this  should  not  form  part  of  the  cost  of  the  intangible  asset  recognised  in  the  statement  of 
financial  position. 


6.4  Web  site  development  costs 

A  web  site  has  the  characteristics  of  both  tangible  and  intangible  assets.  An  interpretation 
was  issued  SIC  32  -  Intangible  assets  -  web  site  costs  to  provide  guidance  on  how  such 
costs  should  be  treated  to  ensure  that  they  are  treated  in  a  consistent  manner. 

SIC  32  is  consistent  with  IAS  38  but  provides  the  link  between  the  standard  and  the  specific 
characteristics  of  the  development  of  a  web  site.  SIC  32  makes  it  explicit  that  a  web  site  that 
has  been  developed  for  the  purposes  of  promoting  and  advertising  an  entity's  products  and 
services  does  not  meet  the  requirement  in  IAS  38  to  generate  probable  future  benefits,  and 
therefore  costs  incurred  in  its  development  should  be  expensed  as  incurred. 

6.5  Emission  rights 

IFRIC  3  Emission  rights  was  published  in  December  2004  to  provide  guidance  to  entities  that 
participate  in  government  schemes  aimed  at  reducing  greenhouse  gas  emissions.  Several 
national  governments  have  issued  such  schemes  to  encourage  the  reduction  in  greenhouse 
gas  emissions  following  the  ratification  of  the  Kyoto  Agreement  which  aims  to  reduce  air 
pollution. 

In  summary,  the  Interpretation  sets  out  that  any  rights  under  such  schemes  should  be  treated 
as  intangible  assets  in  accordance  with  IAS  38.  If  allowances  are  issued  by  a  government 
body  for  less  than  their  fair  value,  this  difference  will  be  recognised  as  a  government  grant, 
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and  as  emissions  are  produced  a  provision  should  be  set  up  for  its  obligation  to  deliver  any 
allowances  in  accordance  with  IAS  37  Provisions,  contingent  liabilities  and  contingent  assets. 

However,  the  Interpretation  was  rather  short-lived,  as  the  European  Financial  Reporting 
Advisory  Group  (EFRAG)  proposed  that  it  should  not  be  endorsed  by  the  European 
Commission.  After  further  debate  on  the  future  of  the  Interpretation  the  IASB  agreed  to 
withdraw  it  in  June  2005. 


7  Measurement  After  Initial  Recognition 

Measurement  of  intangible  assets,  following  initial  recognition,  is  similar  to  the  measurement 
of  property,  plant  and  equipment  in  IAS  16. 

An  entity  can  choose  to  follow  a  cost  model,  whereby  intangible  assets  are  held  at  their  cost 
less  amortisation  and  impairment,  or  to  use  a  revaluation  model.  The  revaluation  model  may, 
however,  only  be  used  if  fair  value  can  be  determined  by  reference  to  an  active  market.  Such 
active  markets  are  uncommon  in  practice,  but  do  exist,  for  example  freely  transferable  taxi 
licences. 

Intangible  assets  with  finite  useful  lives  should  be  amortised  over  their  useful  life.  [IAS  38.97] 

Amortisation  is  a  way  of  charging  part  of  the  cost  of  an  intangible  asset  as  an  expense  in 
each  period,  so  that  at  the  end  of  the  asset's  useful  life  to  the  entity,  the  whole  of  its  cost  has 
been  charged  to  profit  or  loss.  At  the  end  of  its  useful  life  the  intangible  asset  will  be  stated  at 
nil  or  its  residual  value. 

The  residual  value  of  an  intangible  asset  will  normally  be  assumed  to  be  nil  unless  certain 
criteria  are  met.  These  include  where  an  active  market  exists  for  these  items  and  is  likely  to 
exist  at  the  end  of  the  useful  life  of  the  asset  to  the  entity,  or  where  there  is  a  commitment  by 
a  third  party  to  buy  the  asset  at  the  end  of  its  useful  life.  [IAS  38.1 00] 

Amortisation  of  an  intangible  asset  should  commence  when  the  asset  is  ready  and  available 
for  use  within  the  entity.  The  amortisation  method  should  reflect  the  pattern  in  which  the 
asset's  future  economic  benefits  are  expected  to  be  used  by  the  entity.  Amortisation  methods 
mentioned  in  IAS  38  include  the  straight-line  method,  the  diminishing  balance  method  and  the 
unit  of 

production  method.  If  it  is  not  possible  to  identify  the  pattern  in  which  the  economic  benefits 
are  expected  to  be  utilised  by  the  entity,  then  the  straight-line  method  should  be  used. 

Where  an  intangible  asset  is  revalued,  subsequent  amortisation  is  based  on  the  revalued 
amount. 

The  standard  sets  out  a  number  of  factors  that  should  be  considered  in  determining  what  the 
useful  life  of  an  intangible  asset  is.  These  factors  include: 

•  expected  usage  of  the  asset  by  the  entity,  typical  product  life  cycles  for  similar  assets 
and  dependence  on  other  assets  of  the  entity; 

•  the  stability  of  the  industry  in  which  the  entity  is  operating,  and  the  expected  actions 
of  competitors;  and 

•  the  speed  of  technological  change  and  expected  obsolescence. 

Amortisation  should  normally  be  recognised  in  profit  or  loss.  An  entity  should  review  its 
amortisation  periods  and  methods,  and  the  residual  value  of  intangible  assets  in  each 
reporting  period. 

An  intangible  asset  has  a  useful  life  that  is  indefinite  if  there  is  no  foreseeable  limit  to  the 
period  over  which  it  is  expected  to  generate  benefit  for  the  entity.  A  conclusion  that  a  useful 
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life  is  indefinite  should  not  depend  on  planned  future  expenditure  that  is  expected  to  increase 
the  performance  of  the  asset. 

An  intangible  asset  that  has  been  identified  as  having  an  indefinite  life  should  not  be 
amortised.  Instead  the  asset  is  reviewed  annually  to  assess  whether  there  has  been  a  fall  in 
its  value  in  accordance  with  IAS  36  Impairment  of  assets.  [IAS  38.107] 


8  Disposals  of  Intangible  Assets 

Intangible  assets  should  be  removed  from  the  statement  of  financial  position  when  they  are 
sold,  or  when  no  future  economic  benefits  are  expected  from  them.  When  the  intangible  asset 
is  removed  from  the  statement  of  financial  position,  a  profit  or  loss  should  be  calculated  based 
on  any  proceeds  received  and  the  current  carrying  amount  of  the  asset.  This  gain  or  loss 
should  be  recognised  in  profit  or  loss  for  the  period.  [IAS  38.112-113] 


Illustration  3 

An  entity  acquires  a  brand  for  CU300,000.  It  estimates  that  the  brand  will  generate  cash  flows 
for  the  entity  over  the  next  1 5  years,  at  which  time  it  is  thought  that  the  market  will  have 
increased,  and  the  brand  will  be  diluted  in  value. 

The  brand  is  therefore  amortised  straight-line  over  15  years.  Annual  amortisation  of 
CU20,000  is  charged  (CU300,000  / 15  years). 

A  third  party  makes  an  offer  to  buy  the  brand  for  CU250,000  at  the  end  of  the  fifth  year.  The 
carrying  amount  of  the  brand  is  CU200,000  (CU300,000  less  CU20,000  x  5  years). 

The  entity  accepts  the  offer  and  the  brand  is  sold.  The  carrying  amount  of  the  brand  is 
removed  from  the  statement  of  financial  position,  the  CU250,000  cash  is  received,  and  a 
profit  of  CU50,000  (the  difference  between  the  carrying  amount  of  CU200,000  and  the 
proceeds  of  CU250,000)  is  recognised  directly  in  profit  or  loss  for  the  period. 


9  Disclosure 

A  number  of  detailed  disclosures  are  required  for  each  class  of  intangible  assets  to  enable 
users  to  determine  the  mechanisms  and  factors  affecting  intangible  asset  values.  If  the  entity 
has  recognised  internally  generated  intangible  assets,  then  the  disclosure  information  should 
be  shown  separately  for  these  assets.  [IAS  38.118] 

Disclose: 

1 .  the  amortisation  rates  for  intangible  assets  and  the  methods  used; 

2.  the  identification  of  the  line  item  in  the  statement  of  comprehensive  income  where 
amortisation  has  been  charged,  and  separate  disclosure  of  any  impairment  losses 
incurred  (with  any  reversals); 

3.  a  full  reconciliation  of  movements  in  the  carrying  amount  of  intangible  assets,  for 
example  additions,  amortisation,  impairment  and  disposals; 

4.  net  exchange  differences  that  arose  on  translation;  and 

5.  the  aggregate  amount  of  research  and  development  expenditure  recognised  as  an 
expense  during  the  period. 
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In  addition  to  these  disclosures,  if  an  intangible  asset  has  been  assessed  as  having  an 
indefinite  life,  its  carrying  amount  and  the  reasons  supporting  the  indefinite  life  assessment 
should  be  disclosed. 

If  an  individual  intangible  asset  is  considered  to  be  significant  to  the  entity's  financial 
statements,  a  description  of  the  asset  should  be  provided,  along  with  its  carrying  amount  and, 
in  the  case  of  an  asset  with  a  finite  useful  life,  the  remaining  amortisation  period  should  be  set 
out. 

Disclosure  is  required  where  the  title  of  an  intangible  asset  is  restricted  in  some  way,  or  the 
asset  is  pledged  as  security  for  the  entity's  liabilities.  If  the  entity  is  contractually  committed  at 
the  period  end  to  acquiring  intangible  assets,  the  amount  of  this  commitment  should  be 
disclosed. 

For  intangible  assets  that  have  been  revalued,  information  should  be  disclosed  about  the 
effective  date  of  the  last  valuation,  the  methods  and  assumptions  used  in  calculating  fair 
value,  the  current  carrying  amount  for  the  class  of  intangibles,  and  what  the  carrying  amount 
would  have  been  had  the  entity  continued  to  use  the  cost  method.  A  reconciliation  of  the 
revaluation  reserve  should  be  set  out  to  the  extent  that  it  contains  balances  in  relation  to 
revalued  intangible  assets. 


1 0  Chapter  Review 

This  chapter  has  been  concerned  with  key  issues  relating  to  intangible  assets  and  how  they 
are  recognised  and  measured  in  the  financial  statements. 

This  chapter  has  covered: 

the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  38; 

recognition  and  measurement; 

the  differences  between  separately  acquired  (including  in  a  business  combination) 
and  internally  generated  intangibles; 

cost  versus  revaluation  approaches; 

disposals  of  intangibles;  and 

disclosure  requirements. 
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1 1  Self  Test  Questions 
Chapter  12 

1 .  Are  the  following  statements  true  or  false,  according  to  IAS38  Intangible 

assets? 


(1)  The  cost  of  an  asset  should  include  the  amount  of  any  cash  or  cash 
equivalents  paid  to  acquire  the  asset. 

(2)  The  cost  of  an  asset  should  include  non-cash  consideration  measured 
at  fair  value. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Are  the  following  statements  in  relation  to  development  true  or  false, 
according  to  IAS38  Intangible  assets? 

(1)  The  products  being  developed  should  have  already  been  put  into 
commercial  production  or  use. 

(2)  Development  involves  the  application  of  research  findings. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


According  to  IAS38  Intangible  assets,  which  TWO  of  the  following  criteria  are 
relevant  in  determining  the  useful  life  of  an  intangible  asset? 

A  Obsolescence 

B  The  amortisation  period 

C  The  expected  usage  of  the  asset 

D  The  residual  value  of  the  asset 
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According  to  IAS38  Intangible  assets,  amortisation  of  an  intangible  asset  with 
a  finite  useful  life  should  commence  when 

(select  one  answer) 

A  it  is  first  recognised  as  an  asset 

B  it  is  probable  that  it  will  generate  future  economic  benefits 

C  it  is  available  for  use 

D  the  costs  can  be  identified  with  reasonable  certainty 


A  brand  name  that  was  acquired  separately  should  initially  be  recognised, 
according  to  IAS38  Intangible  assets,  at 

(select  one  answer) 

A  recoverable  amount 

B  either  cost  or  fair  value  at  the  choice  of  the  acquirer 

C  fair  value 

D  cost 


According  to  IAS38  Intangible  assets,  the  recognition  criteria  for  an  intangible 
asset  include  which  TWO  of  the  following  conditions? 

A  It  must  be  measured  at  cost 

B  Its  cost  can  be  measured  reliably 

C  It  is  probable  that  future  economic  benefits  will  arise  from  its  use 

D  It  is  an  integral  part  of  the  business 


7.  Are  the  following  statements  are  true  or  false,  according  to  IAS38  Intangible 

assets? 

(1)  Intangible  assets  cannot  be  treated  as  having  an  indefinite  useful  life. 

(2)  Intangible  assets  with  a  finite  useful  life  should  be  measured  at  cost 
and  tested  annually  for  impairment. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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Are  the  following  statements  true  or  false,  according  to  IAS38  Intangible 
assets? 

(1)  Expenditure  during  the  research  phase  of  a  project  may  sometimes  be 
capitalised  as  an  intangible  asset. 

(2)  Expenditure  during  the  development  phase  of  a  project  may 
sometimes  be  capitalised  as  an  intangible  asset. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Are  each  of  the  following  factors  relevant,  according  to  IAS38  Intangible 
assets,  in  determining  the  annual  amortisation  expense  on  an  intangible 
asset? 

(1)  The  cost. 

(2)  The  amortisation  method. 

Factor  (1)  Factor  (2) 

A  Not  relevant  Not  relevant 

B  Not  relevant  Relevant 

C  Relevant  Not  relevant 

D  Relevant  Relevant 


10.        Are  the  following  statements  true  or  false,  according  to  IAS38  Intangible 
assets? 

(1)  Intangible  assets  acquired  in  a  business  combination  should  only  be 
recognised  if  they  have  already  been  recognised  by  the  entity  being 
acquired. 

(2)  Intangible  assets  acquired  in  a  business  combination  should  not  be 
recognised  separately  from  goodwill. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 
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1 1 .        The  Markab  Company  has  acquired  a  trademark  relating  to  the  introduction  of 
a  new  manufacturing  process.  The  costs  incurred  were  as  follows: 

Cost  of  trademark  CU3,500,000 

Expenditure  on  promoting  the  new  product  CU50,000 

Employee  benefits  relating  to  the  testing  of  the 

proper  functioning  of  the  new  process  CU200,000 

According  to  IAS38  Intangible  assets,  what  is  the  total  cost  that  should  be 
capitalised  as  an  intangible  non-current  asset  in  respect  of  the  new  process? 

A  CU3,750,000 

B  CU3,700,000 

C  CU3,500,000 

D  CU3,550,000 
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Chapter  13 

IMPAIRMENT 


1  Business  Context 

Asset  availability  and  usage  in  the  business  is  one  of  the  key  drivers  to  business  success. 
Any  assessment  of  assets  should  therefore  consistently  reflect  their  worth  to  the  business.  At 
the  very  least,  an  asset  recognised  in  the  statement  of  financial  position  should  not  be 
reported  at  a  value  above  the  amount  that  could  be  recovered  from  using  or  selling  the  asset. 
During  periods  where  general  prices  are  increasing  there  is  an  assumption  that  recoverability 
of  the  reported  value  of  such  assets  will  not  be  an  issue. 

It  is  important  that  all  assets  utilised  within  the  business  are  considered.  For  example,  some 
intangible  assets  which  are  highly  technical  in  nature  may  attract  premium  valuations  which 
may  not  be  recoverable  as  technology  continues  to  be  developed  or  competitors  enter  the 
market. 


Illustration  1 

Businesses  in  the  European  telecoms  sector  invested  over  $100bn  in  third  generation  (3G) 
mobile  phone  operating  licences  but  had  to  reduce  the  reported  value  of  the  licences  very 
quickly  when  they  realised  that  the  market  for  the  related  services  was  significantly  lower 
than  expected.  The  reduction  in  the  reported  value  had  a  major  impact  on  their  operating 
performance,  their  overall  value  and,  in  some  cases,  their  ability  to  continue  in  business. 


It  is  therefore  important  that  an  entity  considers  the  values  its  assets  are  measured  at  in  the 
context  of  not  only  the  individual  entity  but  also  the  wider  industry  in  which  it  operates. 

Whenever  an  asset's  recoverable  amount  falls  to  an  amount  less  than  its  carrying  amount,  it 
is  said  to  be  impaired.  Its  value  in  the  statement  of  financial  position  is  therefore  reduced  to 
this  recoverable  amount  and,  in  most  instances,  an  expense  is  recognised  in  profit  or  loss. 


2  Chapter  Objectives 

This  chapter  deals  with  'impairment',  which  is  a  loss  in  the  value  of  an  asset  i.e.  its  carrying 
amount  recognised  in  the  statement  of  financial  position  is  greater  than  its  recoverable 
amount.  The  recoverable  amount  of  an  asset  is  that  which  can  be  recovered  through 
continuing  to  use  the  asset  or  by  selling  it.  Impairment  usually  arises  where  a  substantial 
change  has  come  about  which  adversely  affects  the  way  in  which  an  asset  is  being  used  in 
the  business.  A  simple  example  is  where  there  have  been  technological  advances  that  limit 
the  planned  use  of  an  asset. 

Judgement  is  required  by  management  to  establish  when  an  asset's  value  is  impaired,  and 
how  to  measure  the  impairment.  IAS  36  Impairment  of  assets  provides  guidance  on 
identifying  indicators  that  suggest  impairment  may  have  occurred  and  how  to  measure  the 
extent  of  that  impairment.  It  also  considers  the  circumstances  in  which  impairments  may  be 
reversed. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  demonstrate  a  knowledge  of  the  objectives  and  scope  of  IAS  36; 

■  demonstrate  a  knowledge  of  the  terminology  and  definitions  relating  to  impairment  of 
assets; 
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understand  the  key  principles  relating  to  the  identification  and  measurement  of 
impairment; 

understand  in  which  circumstances  and  to  what  extent  impairments  can  subsequently 
be  reversed;  and 

apply  IAS  36  knowledge  and  understanding  in  particular  circumstances  through  basic 
calculations. 


3  Objectives,  Scope  and  Definitions  of  IAS  36 

IAS  36  applies  to  all  assets  apart  from  those  specifically  excluded  from  the  standard.  It  most 
commonly  applies  to  assets  such  as  property,  plant  and  equipment  accounted  for  in 
accordance  with  IAS  16  Property,  plant  and  equipment  and  intangible  assets  accounted  for  in 
accordance  with  IAS  38  Intangible  assets.  The  standard  also  applies  to  some  financial  assets, 
namely  investments  in  subsidiaries,  associates  and  joint  ventures.  Impairments  of  all  other 
financial  assets  are  accounted  for  in  accordance  with  IAS  39  Financial  instruments: 
measurement  and  recognition.  [IAS  36.2] 

An  entity  is  required  to  assess  at  each  reporting  date  whether  there  is  an  indication  that  an 
asset  is  impaired.  If  such  an  indication  is  identified,  the  asset's  recoverable  amount  should  be 
calculated  and  compared  to  its  carrying  amount. 

In  addition,  regardless  of  whether  there  have  been  any  indicators  of  an  impairment  during  the 
period,  there  are  three  specific  situations  where  the  recoverable  amount  of  the  asset  should 
be  assessed  for  impairment  annually. 

The  three  scenarios  are:  [IAS  36.10] 

■  where  the  entity  has  intangible  assets  that  have  been  identified  as  having  indefinite 
lives; 

■  where  the  entity  has  an  intangible  asset  that  is  not  yet  ready  for  use;  and 

■  where  goodwill  has  been  recorded  as  a  result  of  a  business  combination. 

The  impairment  test  in  these  circumstances  may  be  carried  out  at  any  time  during  the  period, 
provided  that  it  is  carried  out  at  the  same  time  each  period. 


4  Key  Stages  in  the  Impairment  Process 

The  stages  in  the  process  of  identifying  and  accounting  for  an  impairment  loss  are  as  follows: 

(i)     assess  whether  there  is  an  indication  that  an  asset  may  be  impaired.  Note  that  if 
there  is  no  such  indication,  then,  subject  to  the  exceptions  listed  above,  no  further 
action  is  required; 

(ii)     if  there  is  an  indication  of  impairment,  then  measure  the  asset's  recoverable  amount; 
and 

(iii)    reduce  the  asset's  carrying  amount  to  its  recoverable  amount,  usually  by  treating  the 
loss  as  a  separately  disclosed  expense. 
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4.1  Stage  1  -  Indicators  of  impairment 

IAS  36  identifies  two  sources  of  information  that  may  indicate  that  an  impairment  has 
occurred.  [IAS  36.12] 

(i)      External  sources  including: 

■  a  significant  decline  in  the  asset's  market  value.  This  may  arise,  for  example,  as  a 
result  of  a  new  competitor  entering  the  market; 

■  significant  changes  in  the  technological,  market,  economic  or  legal  environment 
in  which  the  entity  operates.  This  could  be  as  simple  as  a  change  in  customer 
tastes;  and 

■  increases  in  market  interest  rates, 
(ii)     Internal  sources  including: 

■  obsolescence  or  physical  damage  to  the  asset; 

■  significant  changes  in  how  an  asset  is  used  or  is  expected  to  be  used,  including 
the  asset  becoming  idle  and  plans  to  discontinue  or  restructure  the  division  in 
which  an  asset  is  used;  and 

■  performance  of  the  asset  being  below  that  planned,  for  example  actual  net  cash 
flows  generated  by  the  asset  being  below  that  budgeted. 

4.2  Stage  2  -  Measuring  recoverable  amount 

If  the  carrying  amount  of  an  asset  (i.e.  the  cost  of  an  item  of  plant  less  the  accumulated 
depreciation  charged  in  relation  to  it  to  date)  is  greater  than  its  recoverable  amount,  then  an 
impairment  has  taken  place.  There  has  been  a  loss  in  the  value  of  the  asset. 

The  recoverable  amount  of  an  asset  is  the  higher  of  its  fair  value  less  costs  to  sell  and  its 
'value  in  use'.  Fair  value  is  the  amount  obtainable  from  a  sale  in  an  arm's  length  transaction 
between  a  willing  buyer  and  seller.  [IAS  36.6] 

The  'value  in  use'  calculation  is  a  measure  of  the  future  cash  flows  expected  to  be  derived 
from  an  individual  asset  or  a  cash-generating  unit.  Since  cash  flows  are  likely  to  be  over 
several  periods,  they  should  be  discounted  to  take  account  of  the  time  value  of  money,  i.e. 
based  on  their  present  value.  The  calculation  needs  to  take  into  account  the  specific  risks 
associated  with  the  asset  and  the  entity. 

There  are  two  steps  involved  in  calculating  the  value  in  use  of  an  asset.  The  first  is  to 
estimate  the  future  cash  inflows  and  outflows  that  are  expected  to  arise  in  relation  to  the 
asset.  Inflows  should  include  an  estimate  for  the  ultimate  disposal  of  the  asset. 

The  second  step  is  to  discount  the  scheduled  cash  flows  to  arrive  at  a  present  value.  The 
discount  rate  to  be  used  should  be  the  risk-free  rate  of  interest  adjusted  to  reflect  the  risk 
associated  with  the  particular  asset  and  entity.  This  risk-adjusted  rate  of  interest  should  reflect 
the  return  that  an  investor  would  require  if  he/she  were  to  make  an  investment  with  cash  flows 
similar  to  those  expected  from  the  asset.  Risk-adjusted  rates  are  used  in  the  discounting 
process  and  are  an  indication  of  the  risk/return  profile  of  an  entity. 

It  is  not  always  necessary  to  calculate  both  the  asset's  fair  value  and  its  value  in  use.  If  either 
one  of  these  figures  is  greater  than  the  asset's  current  carrying  amount,  then  there  is  no 
impairment.  This  is  particularly  useful  in  cases  of  property  where  there  is  an  active  market 
and  it  is  relatively  straightforward  and  inexpensive  to  calculate  the  fair  value. 


PTHE  INSTITUTE 
OF  CHARTERED 
ACCOUNTANTS 
IN  ENGLAND  AND  WALES 


The  recoverable  amount  should  be  determined  on  an  individual  asset  basis  as  far  as 
possible.  If,  however,  the  individual  asset  does  not  generate  cash  flows  largely  independent 
from  other  assets,  then  the  asset  is  grouped  with  other  assets  to  form  what  is  referred  to  in 
IAS  36  as  a  'cash-generating  unit'.  This  is  the  smallest  group  of  assets  for  which  it  is  possible 
to  identify  separately  independent  cash  flows. 


Illustration  2 

A  bus  company  has  a  contract  with  a  local  education  authority  to  transport  children  to  and 
from  school.  There  are  ten  routes  contracted  to  this  particular  bus  company.  One  of  the 
routes  is  making  losses  because  it  collects  children  from  remote  areas  and,  as  a  result,  the 
number  of  children  collected  is  much  lower  than  on  the  highly  populated  routes. 

The  bus  company  does  not  have  the  ability  to  withdraw  from  individual  routes.  The  ten 
routes  are  contracted  for  as  a  group.  The  ten  routes  should  therefore  be  grouped  together 
as  one  cash-generating  unit. 

4.3  Stage  3  -  Recognising  an  impairment  loss 

If  the  recoverable  amount  of  an  asset  is  less  than  its  carrying  amount,  the  asset  should  be 
reduced  to  its  recoverable  amount.  The  difference  is  an  impairment  loss.  [IAS  36.59] 

An  impairment  loss  is  recognised  immediately  in  profit  or  loss  unless  the  impairment  is  in 
relation  to  a  revalued  asset.  An  impairment  loss  on  a  revalued  asset  is  treated  as  a  decrease 
in  valuation  in  accordance  with  IAS  16.  To  the  extent  that  the  asset  has  previously  been 
revalued  upwards,  and  there  remains  a  balance  on  the  revaluation  reserve  for  that  upwards 
valuation,  any  impairment  loss  will  be  recognised  in  other  comprehensive  income  and  reduce 
the  revaluation  surplus.  If  the  impairment  is  greater  than  a  previous  valuation  surplus  then  the 
excess  is  recognised  in  profit  or  loss  for  the  period. 


Illustration  3 

An  entity  has  a  property  that  was  originally  acquired  for  CU500,000.  The  property  was 
revalued  to  CU800,000,  and  the  CU300,000  was  recognised  in  other  comprehensive  income 
as  a  revaluation  surplus  in  accordance  with  IAS  16. 

The  current  carrying  amount  for  the  property  is  CU750,000.  Due  to  finding  that  the  land  on 
which  the  property  stands  is  contaminated,  the  entity  has  undertaken  an  impairment  review. 

The  fair  value  of  the  property  is  now  estimated  to  be  only  CU300,000  and  the  value  in  use  of 
the  property  is  calculated  as  being  CU400,000.  The  recoverable  amount  of  the  property  is 
therefore  CU400,000. 

An  impairment  of  CU350,000  has  occurred,  being  the  difference  between  the  current 
carrying  amount  of  CU750,000  and  the  recoverable  amount  of  CU400,000. 

As  the  property  was  previously  valued  upwards,  this  part  of  the  impairment  loss  should  be 
recognised  in  other  comprehensive  income,  reducing  the  surplus  on  the  revaluation  reserve. 
Consequently,  CU300,000  is  recognised  in  other  comprehensive  income,  i.e.  it  reduces  the 
revaluation  reserve  balance  to  zero.  The  remaining  loss  of  CU50,000  is  recognised  in  profit 
or  loss. 


Following  the  recognition  of  an  impairment  loss,  any  depreciation  charged  in  respect  of  the 
asset  in  future  periods  will  be  based  on  the  revised  carrying  amount,  less  any  residual  value 
expected,  over  the  remaining  useful  life  of  the  asset  as  per  IAS  16. 
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Illustration  4 

A  piece  of  machinery  was  originally  acquired  for  CU1 00,000.  It  was  expected  to  have  a 
useful  life  of  ten  years  and  no  residual  value.  At  the  start  of  year  six,  there  was  a  downturn  in 
demand  due  to  a  competitor  product  entering  the  market,  and  this  has  led  to  an  impairment 
of  the  asset.  The  impairment  has  been  calculated  as  being  CU20,000,  although  it  is  expected 
that  the  asset  will  continue  to  have  a  remaining  five-year  life. 

At  the  end  of  year  five,  the  asset  had  a  carrying  amount  of  CU50,000  (CU1 00,000  x  5/1 0 
years). 

The  impairment  reduces  the  carrying  amount  of  the  asset  to  CU30,000  (CU50,000  less 
CU20,000)  which  should  be  depreciated  over  the  remaining  life  of  five  years. 


If  the  recoverable  amount  has  been  calculated  on  a  'cash-generating  unit',  rather  than  on  an 
individual  asset  basis,  it  is  important  that  it  is  compared  with  the  carrying  amount  applicable  to 
the  whole  of  the  'cash-generating  unit'.  If  some  of  the  assets  that  generate  the  cash  inflow  are 
excluded,  the  carrying  amount  will  be  understated.  Although  it  may  therefore  appear  that  the 
cash-generating  unit  is  fully  recoverable,  an  impairment  has  actually  arisen. 

It  is  sometimes  difficult  to  allocate  central  assets,  such  as  the  head  office  and  goodwill,  to 
individual  assets  or  cash-generating  units,  but  these  are  still  relevant  in  assessing  asset 
carrying  amounts. 

Goodwill  does  not  itself  generate  cash  flows  that  are  independent  of  other  assets,  since  it 
represents  part  of  a  payment  made  to  acquire  a  business  anticipated  to  generate  future 
economic  benefits  from  the  assets  acquired. 

However,  goodwill  does  represent  an  asset  that  contributes  towards  the  generation  of  cash 
flows.  Goodwill  will  often  contribute  towards  a  number  of  cash-generating  units  rather  than  a 
single  unit.  If  it  is  not  possible  to  allocate  the  goodwill  across  the  cash-generating  units,  then  it 
should  be  allocated  to  a  group  of  units  for  the  purpose  of  determining  carrying  amounts. 

If  an  impairment  loss  has  been  identified  for  a  group  of  cash-generating  units  to  which 
goodwill  has  been  allocated,  then  the  impairment  loss  should  in  the  first  instance  be  allocated 
against  the  carrying  amount  of  the  goodwill  of  the  group  of  cash-generating  units.  If  the 
impairment  loss  is  greater  than  the  carrying  amount  of  the  relevant  goodwill,  the  excess 
should  be  allocated  to  the  other  non-current  assets  of  the  group  of  cash-generating  units  on  a 
pro-rata  basis  of  the  carrying  amount  of  each  asset  in  the  group  of  cash-generating  units. 


Illustration  5 

A  cash-generating  unit  contains: 

CU 

Property,  plant  and  equipment 

60 

Patent 

40 

Goodwill 

20 

120 

ng  unit  contains  goodwill.  The 

An  annual  impairment  review  is  required  as  the  cash-generati 

most  recent  review  assesses  its  recoverable  amount  to  be  CU90.  An  impairment  loss  of 

CU30  has  occurred  and  is  recognised 

in  profil 

:  or  loss. 

Firstly,  the  entity  reduces  the  carrying 

amount 

of  the  goodwill. 

As  the  impairment  loss 

exceeds  the  value  of  goodwill  within  the  cash- 

generating  unit, 

all  goodwill  is  written  off. 
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The  entity  then  reduces  the  carrying  amount  of  other  assets  in  the  unit  on  a  pro-rata  basis. 
Hence  the  remaining  loss  of  CU10  will  be  allocated  pro-rata  between  the  property,  plant  and 
equipment  and  the  patent,  reducing  their  carrying  amounts  to  CU54  and  CU36  respectively. 


An  annual  impairment  test  for  a  cash-generating  unit  that  goodwill  has  been  allocated  to  may 
be  carried  out  at  any  time  during  the  period,  provided  that  it  is  carried  out  at  the  same  time 
each  period. 


5  Reversing  an  Impairment  Loss 

If  the  recoverable  amount  subsequently  increases,  then  in  certain  circumstances  the 
impairment  is  reversed.  A  reversal  of  an  impairment  loss  reflects  an  increase  in  the  estimated 
service  potential  of  an  asset  or  group  of  assets.  The  increased  service  potential  may  be 
through  use  or  sale. 

Any  reversal  of  an  impairment  loss  for  an  asset,  other  than  goodwill,  should  only  be 
recognised  to  the  extent  that  it  increases  the  carrying  amount  of  the  asset  to  its  original  pre- 
impaired  value  less  subsequent  depreciation.  [IAS  36.117] 

The  reversal  of  any  impairment  is  recognised  consistently  with  the  original  recognition  of  the 
impairment  loss.  The  reversal  will  therefore  normally  be  recognised  in  profit  or  loss  for  the 
period.  However,  to  the  extent  that  the  asset  was  revalued  and  the  impairment  loss  was 
recognised  in  other  comprehensive  income,  as  discussed  above,  the  reversal  will  also  be 
recognised  in  other  comprehensive  income.  [IAS  36.117,  119] 

If  the  reversal  of  the  impairment  is  in  relation  to  a  cash-generating  unit,  then  the  reversal  is 
recognised  on  a  pro-rata  basis  with  the  carrying  amount  of  the  assets,  excluding  goodwill. 
[IAS  36.122] 

An  impairment  loss  recognised  in  respect  to  goodwill  should  not  subsequently  be  reversed. 
This  is  because  it  is  likely  that  any  increase  in  the  recoverable  amount  of  goodwill  in  future 
periods  will  arise  as  a  result  of  increases  in  internally  generated  goodwill  rather  than  the 
reversal  of  an  impairment.  [IAS  36.124] 


Illustration  6 

Sometime  later  when  the  property,  plant  and  equipment  and  patent  have  carrying  amounts  of 
CU45  and  CU25  respectively,  the  impairment  in  Illustration  5  reverses.  The  recoverable 
amount  is  now  assessed  as  CU1 1 0. 

Calculations  show  that  if  the  original  impairment  had  not  occurred,  the  property,  plant  and 
equipment  would  now  have  carrying  amounts  in  the  statement  of  financial  position  at  CU55 
and  the  patent  at  CU30  -  i.e.  the  total  carrying  amount  of  these  assets  would  have  been 
CU85. 

The  impairment  of  the  goodwill  cannot  be  reversed.  The  impairment  of  the  other  assets  can 
only  be  reversed  to  the  extent  that  they  are  restored  to  their  pre-impairment  values  less  any 
subsequent  depreciation.  Hence  their  maximum  value  is  CU85.  As  the  original  impairment 
loss  was  recognised  in  profit  or  loss,  the  amount  of  the  reversal  is  also  recognised  in  profit  or 
loss. 
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6  Disclosure 

The  following  information  should  be  disclosed  for  each  class  of  assets:  [IAS  36.126,  36.129] 

■  the  amount  of  any  impairment  loss  recognised  or  reversed  in  profit  or  loss,  identifying 
the  line  item  in  the  statement  of  comprehensive  income  where  it  has  been  included; 

■  the  equivalent  information  for  any  impairment  recognised  or  reversed  in  other 
comprehensive  income;  and 

■  if  the  entity  is  required  to  comply  with  IFRS  8  Operating  segments,  the  reportable 
segment(s)  to  which  the  recognition  or  reversal  relates. 

If  an  impairment  loss,  recognised  or  reversed  for  an  individual  asset  or  a  cash-generating 
unit,  is  significant  to  the  financial  statements  as  a  whole,  additional  information  should  be 
disclosed,  including:  [IAS  36.130] 

■  the  events  which  led  to  the  recognition/reversal; 

■  the  amount; 

■  the  nature  of  the  asset  or  a  description  of  the  cash-generating  unit  and  the  reportable 
segment  to  which  the  asset  belongs  if  appropriate;  and 

■  whether  the  recoverable  amount  is  fair  value  less  costs  to  sell  or  value  in  use,  with 
information  about  the  basis  of  any  fair  value  calculation  or  the  discount  rate  applied  in 
the  value  in  use  calculation. 

Additional  information  is  required  for  each  cash-generating  unit  where  the  carrying  amount  of 
the  goodwill  or  indefinite  life  intangibles  are  significant  compared  with  the  entity's  total 
goodwill  or  indefinite  life  intangibles.  Information  should  also  be  provided  where  the  carrying 
amount  of  goodwill  or  indefinite  life  intangibles  is  allocated  to  a  number  of  'cash-generating 
units'  and  this  amount  is  not  significant  compared  with  the  total  carrying  amount  of  indefinite 
life  intangibles.  [IAS  36.134,  36.135] 


7  Chapter  Review 


This  chapter  has  been  concerned  with  the  key  issues  relating  to  how  an  impairment  of  an 
asset  is  identified,  measured  and  disclosed  in  the  financial  statements. 

This  chapter  has  covered: 

■  the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  36; 

■  events  which  might  indicate  an  impairment  has  occurred; 

■  measuring  recoverable  amounts;  and 

■  recognising  and  reversing  impairment  losses. 
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8  Self  Test  Questions 
Chapter  13 

1 .  Under  IAS36  Impairment  of  assets,  which  ONE  of  the  following  statements 

best  describes  'value  in  use'? 

A  The  present  value  of  estimated  future  cash  flows  expected  to  arise 

from  the  continuing  use  of  an  asset  and  from  its  ultimate  disposal 
B  The  amount  of  cash  or  cash  equivalents  that  could  currently  be 

obtained  by  selling  an  asset  in  an  orderly  disposal 
C  The  net  amount  which  an  entity  expects  to  obtain  for  an  asset  at  the 

end  of  its  useful  life 
D  The  amount  at  which  an  asset  could  be  exchanged  between 

knowledgeable,  willing  parties  in  an  arm's  length  transaction 


Under  IAS36  Impairment  of  assets,  which  ONE  of  the  following  terms  best 
describes  the  higher  of  an  asset's  fair  value  less  costs  to  sell  and  its  value  in 
use? 

A  Recoverable  amount 

B  Revalued  amount 

C  Depreciable  amount 

D  Carrying  amount 


Under  IAS36  Impairment  of  assets,  are  the  following  statements  relating  to  an 
active  market  true  or  false? 

(1)  Willing  buyers  and  sellers  are  usually  found. 

(2)  Prices  are  available  to  the  public. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Under  IAS36  Impairment  of  assets,  which  ONE  of  the  following  statements 
best  describes  the  term  'impairment  loss'? 

A  The  removal  of  an  asset  from  an  entity's  statement  of  financial  position 

B  The  amount  by  which  the  carrying  amount  of  an  asset  exceeds  its 

recoverable  amount 
C  The  systematic  allocation  of  an  asset's  cost  less  residual  value  over  its 

useful  life 
D  The  amount  by  which  the  recoverable  amount  of  an  asset  exceeds  its 

carrying  amount 
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According  to  IAS36  Impairment  of  assets,  which  ONE  of  the  following  terms  is 
defined  as: 

"The  smallest  identifiable  group  of  assets  that  generates  cash  inflows  that  are 
largely  independent  of  the  cash  inflows  from  other  assets"? 

A  Non-current  assets 

B  A  cash-operating  unit 

C  An  operating  segment 

D  A  cash-generating  unit 


IAS36  Impairment  of  assets  should  be  applied  in  accounting  for  the 
impairment  of  which  ONE  of  the  following  types  of  asset? 

A  Assets  arising  from  construction  contracts 

B  Non-current  assets  held  for  sale 

C  Investment  properties  measured  at  fair  value 

D  Non-current  assets  measured  at  cost 


7.  According  to  IAS36  Impairment  of  assets,  which  TWO  of  the  following  are 

relevant  in  determining  a  non-current  asset's  'value  in  use'? 

A  The  expected  future  cash  flows  from  the  asset 

B  The  carrying  amount  of  the  asset 

C  The  future  annual  depreciation  expense  in  respect  of  the  asset 

D  The  time  value  of  money 


An  entity  is  considering  whether  to  apply  an  impairment  test  to  an  individual 
asset  or  to  the  cash-generating  unit  to  which  that  asset  belongs.  Are  the 
following  statements  true  or  false,  according  to  IAS36  Impairment  of  assets? 

(1)  If  the  individual  asset  does  not  generate  cash  inflows  that  are  largely 
independent  of  those  from  other  assets,  then  the  cash-generating  unit 
should  be  identified. 

(2)  If  the  individual  asset  generates  an  insignificant  proportion  of  the  cash 
inflows  of  the  entity  as  a  whole,  then  the  cash-generating  unit  should 
not  be  identified. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 
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The  Naylor  Company  has  determined  that  it  needs  to  recognise  an 
impairment  loss  on  each  of  two  non-current  assets;  plant  and  land.  The 
relevant  amounts  are  as  follows: 


Original  cost 

Previous  revaluations 

Existing  carrying  amount 

Impairment  loss  to  be  recognised  in  year 


Plant 

CU700.000 

Nil 

CU700.000 

CU200.000 


Land 

CU1 ,400,000 
CU450.000 

CU1 ,850,000 
CU300.000 


According  to  IAS36  Impairment  of  assets,  how  should  each  of  the  impairment 
losses  be  recognised? 


Plant 

A  In  profit  or  loss 

B  In  profit  or  loss 

C  In  other  comprehensive  income 

D  In  other  comprehensive  income 


Land 

In  profit  or  loss 
In  other  comprehensive  income 

In  profit  or  loss 
In  other  comprehensive  income 


10.        On  1  January  20X2  The  Prosper  Company  acquired  a  non-current  asset  with 
an  estimated  useful  life  of  8  years  for  CU320,000.  Non-current  assets  are 
accounted  for  under  the  cost  model  and  depreciation  is  charged  by  the 
straight-line  method. 

On  1  January  20X7  an  impairment  review  identified  an  impairment  loss  of 
CU  10,000  and  the  remaining  useful  life  was  revised  to  four  years. 

Are  the  following  statements  true  or  false,  according  to  IAS36  Impairment  of 
assets? 


(1) 
(2) 


A 
B 
C 
D 


Future  depreciation  expenses  should  be  measured  by  reference  to  the 
carrying  amount  after  deducting  the  impairment  loss. 

Future  depreciation  expenses  should  be  measured  by  reference  to  the 
new  estimate  of  the  remaining  useful  life. 


Statement  (1) 

False 
False 
True 
True 


Statement  (2) 

False 
True 
False 
True 
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1 1 .        The  Matter  Company  operates  a  production  line  which  is  treated  as  a  cash- 
generating  unit  for  impairment  review  purposes.  At  31  December  20X7  the 
carrying  amounts  of  the  non-current  assets  allocated  to  this  cash-generating 
unit  are  as  follows: 

Intangibles  -  goodwill  CU110 

Tangibles  -  plant  and  machinery  CU220 

Total  CU330 

At  31  December  20X7  the  recoverable  amount  of  the  production  line  is 
estimated  at  CU270. 

According  to  IAS36  Impairment  of  assets,  what  are  the  revised  carrying 
amounts  of  the  intangible  and  tangible  non-current  assets  within  this  cash- 
generating  unit? 


Intangibles 

Tangibles 

A 

CU50 

CU220 

B 

CU90 

CU180 

C 

CU110 

CU160 

D 

CU80 

CU190 

12.        The  Levick  Company  has  carried  out  an  impairment  review  in  respect  of  a 
non-current  asset  measured  under  IAS16  Property,  plant  and  equipments 
revaluation  model.  The  carrying  amount  of  the  asset  is  CU1.8  million  and  the 
amount  held  in  the  revaluation  reserve  in  respect  of  this  asset  is  CU  180,000. 
An  impairment  loss  of  CU300,000  is  to  be  recognised. 

According  to  IAS36  Impairment  of  assets,  how  should  the  impairment  loss  be 
recognised? 

A  Loss  of  CU  180,000  recognised  in  profit  or  loss;  and  loss  of 

CU120,000  recognised  in  other  comprehensive  income 

B  Loss  of  CU  120,000  recognised  in  profit  or  loss;  and  loss  of 

CU180,000  recognised  in  other  comprehensive  income 

C  Loss  of  CU300,000  recognised  in  profit  or  loss 

D  Loss  of  CU300,000  recognised  in  other  comprehensive  income 
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13.        The  Mercier  Company  uses  the  cost  model  for  non-current  assets  and  is 
considering  whether,  according  to  IAS36  Impairment  of  assets,  any 
impairment  loss  has  occurred  in  relation  to  its  major  factory  whose  details  are 
as  follows: 

Value  in  use  CU60  million 

Fair  value  less  costs  to  sell  CU45  million 

Current  carrying  amount  CU40  million 

Are  the  following  statements  true  or  false,  according  to  IAS36  Impairment  of 
assets? 

(1)  The  factory's  recoverable  amount  is  CU45  million. 

(2)  The  factory's  carrying  amount  should  be  retained  at  CU40  million. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


14.        The  Silvereye  Company  owns  a  non-current  asset,  which  is  damaged  and  is 
to  be  reviewed  for  impairment,  to  which  the  following  information  relates: 

CU 

Current  carrying  amount  200 

Fair  value  220 

Expected  disposal  costs  10 

Value  in  use  205 

According  to  IAS36  Impairment  of  assets,  what  should  be  the  carrying 
amount  of  the  asset  after  the  impairment  review? 

A  CU200 

B  CU220 

C  CU210 

D  CU205 
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Chapter  14 

PROVISIONS  AND  CONTINGENCIES 

1  Business  Context 

Business  life  is  full  of  uncertainties  regarding  future  events,  and  management  is  therefore 
required  to  make  informed  estimates  on  the  outcome  of  such  events.  For  example,  will  there 
be  sufficient  demand  to  sell  all  products  held  in  inventories  and  are  customer  debts  fully 
recoverable? 

Assets  should  not  be  reported  in  the  financial  statement  above  the  amount  at  which  they  are 
recoverable.  However,  due  to  uncertainties  in  assets'  recoverable  amounts  a  provision  is  set 
up  which  reduces  asset  carrying  amounts  to  their  estimated  recoverable  amount. 

The  creation  of  a  provision  has  traditionally  provided  entities  with  an  opportunity  to  smooth 
results.  For  example,  in  periods  where  performance  has  exceeded  expectations  an  entity 
might  be  tempted  to  make  what  has  been  commonly  referred  to  as  a  "rainy  day"  provision. 
The  provision  set  up  in  prosperous  times  would  be  released  to  increase  profits  in  periods 
when  results  were  not  quite  up  to  expectations. 

As  a  consequence  an  international  standard  was  introduced  to  restrict  an  entity's  ability  to 
make  large  "general"  provisions  which  can  have  a  significant  impact  on  the  results  of  an 
entity.  Guidance  is  provided  on  the  type  of  provisions  that  should  be  made  and  on  the  general 
principles  surrounding  recognition. 


2  Chapter  Objectives 

This  chapter  covers  the  accounting  and  disclosure  requirements  of  provisions,  contingent 
liabilities  and  contingent  assets. 

Such  items  require  significant  judgements  to  be  made  by  management  and  have  a  direct 
effect  on  an  entity's  reported  profit  or  loss  for  the  period. 

On  completion  of  this  chapter  you  should  be  able  to: 

•  demonstrate  a  knowledge  of  the  objectives  and  scope  of  IAS  37  Provisions, 
contingent  liabilities  and  contingent  assets; 

•  demonstrate  a  knowledge  of  the  important  terminology,  definitions  and  key  principles 
which  relate  to  the  recognition,  measurement,  presentation  and  disclosure  of 
provisions,  contingent  liabilities  and  contingent  assets;  and 

•  apply  knowledge  and  understanding  of  IAS  37  in  particular  circumstances  through 
basic  calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  37 

The  objective  of  IAS  37  is  to  ensure  that  provisions,  contingent  liabilities  and  contingent 
assets  are  measured,  recognised  and  presented  appropriately  in  the  financial  statements. 

IAS  37  applies  to  all  entities  when  accounting  for  provisions,  contingent  liabilities  and 
contingent  assets  except  for: 

•  those  relating  to  financial  instruments  which  are  carried  at  fair  value; 

•  those  resulting  from  an  executory  contract.  In  essence,  this  is  a  contract  that  does  not 
have  any  loss  making  potential,  for  example  both  parties  to  the  contract  have 
performed  their  obligations  to  an  equal  extent.  An  example  is  a  service  contract  with 
an  employee  running  for,  say,  three  years.  At  the  end  of  the  first  year,  the  employee 
has  completed  one  year  of  service  and  the  employer  has  paid  for  one  year  of 
services;  and 

•  those  specifically  covered  by  another  international  standard,  for  example  pension 
provisions  covered  by  IAS  19  Employee  benefits  and  those  arising  in  respect  of 
contracts  with  insurance  policyholders  covered  by  IFRS  4  Insurance  contracts, 
although  the  standard  applies  to  other  provisions  relating  to  insurance  businesses. 

In  its  simplest  form  a  provision  is  a  liability  where  there  is  uncertainty  over  the  timing  of  its 
settlement,  or  the  amount  at  which  it  will  be  settled.  [IAS  37.10] 

A  contingent  liability  is  where  there  is  significant  uncertainty  about  a  number  of  aspects 
regarding  the  liability.  A  contingent  liability  arises  where  an  event  that  occurred  in  the  past 
may  lead  to  the  entity  having  a  liability  in  the  future,  but  the  financial  impact  of  the  event  will 
only  be  confirmed  by  the  outcome  of  some  future  event  not  wholly  within  the  entity's  control. 
The  giving  of  a  guarantee  to  another  entity  that  is  in  financial  difficulty  is  likely  to  be  a 
contingent  liability.  If  the  likelihood  of  making  a  payment  under  the  guarantee  is  remote  it  is 
not  a  contingent  liability.  A  liability  that  does  not  meet  the  provision  recognition  criteria,  for 
example  because  the  amount  of  the  obligation  cannot  be  measured  reliably,  is  a  contingent 
liability.  [IAS  37.10] 

A  contingent  asset  is  a  potential  asset  that  arises  from  past  events  but  whose  existence  can 
only  be  confirmed  by  the  outcome  of  future  events  not  wholly  within  the  entity's  control.  [IAS 
37.10] 


4  Recognition 
4.1  Provisions 

A  provision  should  be  recognised  when:  [IAS  37.14] 

•  an  entity  has  a  present  obligation  as  a  result  of  a  past  event.  Such  an  obligation  may 
arise  from  a  legally  binding  arrangement  such  as  a  contract  or  from  a  constructive 
obligation.  A  constructive  obligation  is  where  there  is  an  established  past  practice  that 
has  led  to  an  expectation  that  an  entity  will  discharge  those  responsibilities  in  the 
future.  For  example  a  retail  store  which  has  a  long-established  practice  of  offering  a 
"no  quibble"  returns  policy; 

•  it  is  probable  that  an  outflow  of  resources  (i.e.  cash  or  other  assets)  will  be  required  to 
settle  the  obligation.  In  circumstances  where  it  is  uncertain  whether  such  an  outflow 
will  be  required  to  settle  the  obligation,  the  entity  should  assess  the  probability  of 
having  to  meet  that  obligation  based  on  a  more  likely  than  not  assessment;  [IAS 
37.15]  and 
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•      a  reliable  estimate  can  be  made  of  the  amount. 

If  one  or  more  of  these  criteria  are  not  met,  a  contingent  liability  may  exist,  but  no  provision 
should  be  recognised. 

IAS  37  describes  a  "past  event"  as  an  obligating  event.  It  is  the  original  action  causing  a 
liability  to  arise.  As  an  example,  if  an  entity  is  required  to  operate  within  certain  emission 
levels  and  these  were  breached  at  some  point  in  time,  the  past  event  is  when  the  emission 
levels  were  breached  rather  than  when  the  breach  was  discovered.  It  is  important  to  realise 
that  an  obligating  event  involves  another  party,  to  whom  the  obligation  is  owed.  In  the  above 
example,  a  penalty  may  be  payable  to,  say,  a  regulatory  body. 

4.1.1  Future  operating  losses 

A  provision  should  not  be  recognised  in  respect  of  future  operating  losses  since  there  is  no 
present  obligation  arising  from  a  past  event.  However,  an  expectation  that  the  entity  will  incur 
future  operating  losses  may  indicate  that  there  has  been  an  impairment  (a  reduction  in  value) 
of  assets,  and  an  impairment  review  should  be  carried  out  in  accordance  with  IAS  36 
Impairment  of  assets.  [IAS  37.63] 

4.1.2  Onerous  contracts 

If  the  future  benefits  under  a  contract  are  expected  to  be  less  than  the  unavoidable  costs 
under  it,  then  the  contract  is  described  as  onerous.  The  excess  unavoidable  costs  should  be 
provided  for  at  the  time  the  contract  becomes  onerous.  The  entity  has  an  obligation  to  meet 
these  future  costs  as  a  result  of  signing  the  original  contract,  it  will  be  required  to  pay  them 
and  they  can  be  measured  reliably.  Where  an  onerous  contract  has  been  identified,  an 
impairment  review  should  be  carried  out  before  a  provision  is  recognised.  [IAS  37.66] 

When  making  a  best  estimate  of  the  provision  for  an  onerous  contract  the  entity  should  take 
into  account  an  estimate  of  any  likely  income  that  will  be  received  under  the  contract. 


Illustration  1 

An  entity  entered  into  a  1 0  year  lease  of  a  building.  The  annual  rent  under  the  lease 
agreement  is  CU36,000.  The  entity  has  decided  to  relocate  its  head  office  with  5  years  still  to 
run  on  the  original  lease.  The  entity  is  permitted  to  sublet  the  building  and  believes  that, 
although  market  rentals  have  decreased,  it  should  be  able  to  sublet  the  building  for  the  full  5 
years.  The  expected  rental  is  CU24,000  per  annum. 

A  provision  should  be  recognised  for  the  excess  costs  under  the  lease  contract  above  the 
expected  benefits  to  be  received.  The  obligating  event  was  the  signing  of  the  lease 
agreement  and  CU36,000  is  required  to  be  paid  in  each  of  the  remaining  5  years. 

A  provision  for  the  following  amount  should  be  recognised: 

Annual  outflow  CU36,000 

Annual  expected  inflow  CU24,000 

Excess  annual  outflow  expected  CU12,000 


A  provision  of  CU60,000  (CU1 2,000  x  5  years)  should  be  recognised. 
Note:  all  other  costs  and  the  time  value  of  money  have  been  ignored. 
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4.1.3  Restructuring 

A  provision  should  only  be  recognised  in  respect  of  restructuring  costs,  for  example  closing  a 
division  or  reducing  the  number  of  employees,  where  specific  criteria  have  been  met,  as 
detailed  below. 

A  constructive  obligation  to  restructure  an  entity  only  arises  when:  [IAS  37.72] 

•  a  detailed  formal  plan  has  been  made.  This  should  include  identifying  the  area  of  the 
business  and  location  that  is  going  to  be  restructured,  an  estimate  of  the  number  of 
employees  that  will  be  affected,  the  likely  cost  of  the  restructuring  and  the  estimated 
time  scales  involved;  and 

•  an  announcement  about  the  restructuring  plan  has  been  made  to  those  who  will  be 
affected.  Time  scales  should  be  mentioned  as  part  of  this  announcement,  or  the  entity 
should  have  started  to  carry  out  the  restructuring.  Evidence  that  a  restructuring  plan 
has  commenced  might  be  the  removal  or  dismantling  of  assets  at  the  affected 
location.  If  an  announcement  has  been  made  then  commencement  of  the  plan  should 
be  within  a  short  period  of  time  to  reduce  the  likelihood  of  significant  changes  being 
made. 

A  restructuring  provision  should  only  include  direct  expenditure  arising  from  the  restructuring. 
Costs  which  relate  to  the  future  activities  of  the  entity  should  not  be  provided  for  as  part  of  the 
restructuring,  for  example  relocating  or  retraining  staff.  [IAS  37.80] 

4.2  Contingent  liabilities  and  contingent  assets 

A  contingent  liability  or  asset  should  be  disclosed  in  the  financial  statements  rather  than  being 
recognised  in  the  statement  of  financial  position.  [IAS  37.27,  37.31] 

A  contingent  liability  should  be  disclosed  unless  the  possible  outflow  of  resources  to  meet  the 
liability  is  remote.  If  the  outflow  is  thought  to  be  remote,  no  disclosure  is  required. 

A  contingent  asset  should  be  disclosed  when  the  expected  inflow  of  economic  benefits  is 
probable.  An  example  of  a  contingent  asset  is  a  legal  claim  that  the  entity  is  pursuing,  where 
the  outcome  is  uncertain  although  it  is  probable  that  the  entity  will  gain  some  financial  benefit 
from  it. 

Where  the  outflow  of  resources  is  probable,  a  provision  should  be  recognised  rather  than  a 
contingent  liability  disclosed.  However,  in  relation  to  assets  a  'probable'  inflow  of  economic 
benefits  only  results  in  the  disclosure  of  a  contingent  asset;  for  an  asset  to  be  recognised,  the 
inflow  of  benefits  should  be  'virtually  certain'. 


THE  INSTITUTE 

of  chartered  Chapter  1 4  -  Provisions  and  Contingencies 

accountants  r                                              Paqe  1 74 

IN  ENGLAND  AND  WALES  ** 


5  Measurement 
5.1  Best  estimate 

In  order  to  recognise  a  provision  an  entity  is  required  to  calculate  its  best  estimate  of  the 
expenditure  required  to  settle  the  present  obligation  at  the  end  of  the  reporting  period.  This  is 
the  amount  an  entity  would  rationally  pay  to  settle  the  obligation  or  to  transfer  it  to  a  third 
party.  [IAS  37.36] 

Management  will  generally  be  required  to  make  a  number  of  judgements  to  arrive  at  a  best 
estimate  for  a  provision.  Judgements  should  be  supplemented  by  experience  of  similar 
transactions  and,  where  appropriate,  by  advice  from  independent  experts.  The  outcome  of 
events  occurring  after  the  reporting  period  should  be  taken  into  account  in  making  estimates, 
for  example,  if  a  retail  business  sees  that  the  proportion  of  sales  giving  rise  to  refunds 
increases  in  the  first  few  weeks  of  a  new  financial  year  the  increased  proportion  should  be 
used  in  estimating  the  amount  of  the  provision  at  the  end  of  the  previous  financial  year. 
Where  there  are  a  number  of  possible  outcomes  probability  weightings  should  be  used. 

If  the  best  estimate  for  a  single  obligation  is  CU1 0,000,  and  there  is  a  55%  chance  of  the 
expenditure  being  incurred,  then  the  best  estimate  is  CU1 0,000,  not  55%  of  CU1 0,000. 

When  making  an  estimate  management  will  need  to  take  into  account  the  risks  and 
uncertainties  surrounding  the  likely  outcome. 


Illustration  2 

A  business  sells  goods  which  carry  a  one-year  repair  warranty.  If  minor  repairs  were  to  be 
required  on  all  goods  sold  in  2007,  the  repair  cost  would  be  CU1 00,000.  If  major  repairs  were 
needed  on  all  goods  sold,  the  cost  would  be  CU500,000. 

It  is  estimated  that  80%  of  goods  sold  in  2007  will  have  no  defects,  15%  will  have  minor 
defects,  and  5%  will  have  major  defects. 

The  provision  for  repairs  required  at  31  December  2007  is: 

CU 
80%  of  the  goods  will  require  no  repairs 

15%  will  require  minor  repairs  15%  x  CU1 00,000  15,000 

5%  will  require  major  repairs  5%  x  CU500,000  25,000 

Best  estimate  of  provision  required  40,000 


5.2  Present  value 

The  expenditure  required  to  settle  an  obligation  may  occur  within  a  short  period  after  the  end 
of  the  reporting  period,  in  which  case  the  time  value  of  money  can  be  ignored.  However,  if  the 
outflow  of  resources  is  expected  to  occur  a  significant  time  after  the  obligation  itself  arose,  the 
effect  of  the  time  value  of  money  should  be  taken  into  account  in  estimating  the  provision. 
[IAS  37.45] 

The  discount  rate  used  should  be  a  pre-tax  rate  that  reflects  the  current  market  assessments 
of  the  time  value  of  money  and  the  risks  specific  to  the  liability.  The  unwinding  of  the  discount 
each  period  should  be  recognised  as  a  finance  cost  in  profit  or  loss.  [IAS  37.47] 
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5.3  Other  measurement  points 

It  is  possible  that  the  amount  required  to  settle  an  obligation  will  be  dependent  on  a  number  of 
future  events.  For  example,  where  it  is  expected  that  there  will  be  technological  advances  that 
will  reduce,  say,  future  clean  up  costs,  the  expected  effect  of  these  future  events  should  be 
taken  into  account  in  assessing  the  provision. 

Gains  from  the  expected  disposal  of  assets  should  not  be  taken  into  account  in  measuring  a 
provision.  IAS  37  does  not  override  other  standards,  so  such  gains  should  be  dealt  with  under 
the  relevant  standard.  For  plant  and  equipment  the  relevant  standard  is  IAS  16  Property,  plant 
and  equipment.  [IAS  37.51] 
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6  Reimbursement,  Decommissioning  and  Waste  Management 
6.1  Reimbursements 

In  some  cases,  an  entity  may  be  able  to  look  to  another  party,  such  as  an  insurance  company 
or  a  supplier  under  a  warranty,  for  reimbursement  of  all  or  part  of  the  entity's  expenditure  to 
settle  a  provision.  The  entity  generally  retains  the  contractual  obligation  to  settle  the  provision, 
even  if  the  other  party  fails  to  make  the  reimbursement.  IAS  37  requires  that  the 
reimbursement  should  be  recognised  only  when  it  is  virtually  certain  that  the  amount  will  be 
received.  If  it  is  only  probable  that  a  reimbursement  will  be  received  then  the  amount  is 
considered  to  be  a  contingent  asset  and  will  be  disclosed.  If  an  asset  in  respect  of  the 
reimbursement  can  be  recognised  then  it  should  be  reported  as  a  separate  asset  in  the 
statement  of  financial  position  and  not  netted  against  any  outstanding  provision.  The 
recognition  of  any  reimbursement  asset  is  restricted  to  the  amount  of  the  related  provision. 
[IAS  37.53] 

Although  the  provision  and  reimbursement  asset  cannot  be  netted  off  in  the  statement  of 
financial  position,  the  two  amounts  may  be  netted  off  in  the  statement  of  comprehensive 
income.  [IAS  37.54] 

Because  provisions  are  inherently  uncertain  amounts,  IAS  37  requires  them  to  be  reviewed  at 
the  end  of  each  reporting  period  and  adjusted  to  reflect  the  most  up  to  date  information  about 
the  estimate.  If  at  the  end  of  the  reporting  period  it  is  assessed  that  a  transfer  of  economic 
benefits  is  no  longer  probable,  the  provision  should  be  reversed.  A  provision  should  only  be 
utilised  against  the  expenditure  which  it  was  originally  set  up  for.  [IAS  37.59,  37.61] 


Illustration  3 

An  entity  has  received  a  claim  for  damaged  goods  from  a  customer.  The  entity's  legal 
advisors  believe  that  it  is  probable  that  a  settlement  will  need  to  be  made  of  CU1 0,000  in 
favour  of  the  customer.  However,  in  their  opinion  it  is  also  probable  that  a  counterclaim  by  the 
entity  against  their  supplier  for  contributory  negligence  would  successfully  recover  the 
damages. 

A  provision  should  be  made  for  CU1 0,000  as  the  outflow  of  economic  benefits  is  probable. 
The  counterclaim  asset  is  not  recognised  since  it  is  only  probable  that  it  will  be  received.  It 
can  only  be  recognised  when  it  is  virtually  certain  to  be  received.  It  should  be  disclosed  as  a 
contingent  asset. 


6.2  Decommissioning,  restoration  and  environmental  funds 

Some  entities  may  have  an  obligation  to  carry  out  environmental  restoration  work  or  to 
decommission  specific  assets;  as  a  result  the  entity  may  wish  to  segregate  specific  funds  to 
meet  this  future  obligation.  The  need  to  have  a  separate  fund  may  be  a  requirement  set  by 
local  law.  More  than  one  entity  may  contribute,  or  be  required  to  contribute,  funds  to  the 
separate  fund. 

IFRIC  5  Rights  to  interests  arising  from  decommissioning,  restoration  and  environmental 
rehabilitation  funds  was  published  in  December  2004  to  establish  how  a  contributor  should 
account  for  its  interest  in  such  separate  funds  and  the  appropriate  treatment  for  additional 
funds  that  may  be  needed  to  meet  such  decommissioning  and  restoration  works. 

An  entity  that  has  an  obligation  to  pay  decommissioning  costs  should  recognise  a  liability.  If 
the  entity  has  an  interest  in  a  decommissioning  fund,  then  this  interest  should  be  recognised 
separately.  The  fund  should  be  recognised  by  the  entity  by  considering  whether  it  has 
control,  joint  control  or  significant  influence  over  the  fund.  An  entity  should  make  such  an 
assessment  by  reference  to  IAS  27  Consolidated  and  separate  financial  statements,  IAS  31 
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Interests  in  joint  ventures  and  IAS  28  Investments  in  associates.  If  an  entity  has  no  such 
influence  over  the  fund,  then  the  interest  should  be  recognised  as  an  asset  or  a  contingent 
asset  in  accordance  with  IAS  37. 

If  an  entity  has  an  obligation  to  make  additional  contributions  to  make  up  any  shortfall  in  the 
fund,  this  should  be  recognised  as  a  contingent  liability  in  accordance  with  IAS  37. 

6.3  Waste  management  costs 

Following  the  publication,  in  particular,  of  the  European  Union's  Directive  on  Waste  Electrical 
and  Electronic  Equipment,  the  International  Financial  Reporting  Interpretation  Committee 
(IFRIC)  was  asked  to  provide  guidance  on  how  IAS  37  should  be  applied  to  waste 
management  costs.  The  European  Directive  provided  a  cut  off  date  of  13  August  2005  for 
European  Union  nations  to  have  systems  in  place  to  deal  with  waste  electrical  and  electronic 
equipment.  Equipment  sold  prior  to  1 3  August  2005  is  called  "historical"  waste  and 
equipment  sold  after  this  date  is  called  "new"  waste. 

The  European  Directive  sets  out  that  producers  of  electronic  equipment  should  pay  towards 
the  disposal  of  such  goods  sold  to  private  households  prior  to  1 3  August  2005.  However, 
entities  required  to  meet  the  waste  disposal  costs  are  only  those  that  are  in  the  market  in 
what  is  described  as  the  measurement  period.  The  waste  disposal  costs  for  the  historical 
waste  are  not  necessarily  met  by  the  entities  that  traded  in  the  period  in  which  the  related 
goods  were  sold. 

The  issue  that  IFRIC  was  asked  to  address  was  when  such  a  liability  for  the  disposal  of 
historical  household  electrical  equipment  should  be  made. 

IFRIC  6  Liabilities  arising  from  participating  in  a  specific  market-  Waste  electrical  and 
electronic  equipment  published  in  September  2005  sets  out  that  a  provision  for  historical 
waste  management  costs  should  be  recognised  when  the  obligation  arises  in  accordance  with 
IAS  37.  The  obligation  is  deemed  to  arise  in  the  "measurement  period",  because  it  is  entities 
participating  in  the  market  in  this  period  that  are  required  to  contribute  towards  the  disposal 
costs.  It  is  for  each  EU  member  state  to  determine  the  measurement  period. 


Illustration  4 

An  entity  manufactures  and  distributes  television  equipment  in  Muldovia. 

Muldovia  has  determined  that  the  decommissioning  costs  for  historical  waste  from  private 
households  for  television  equipment  in  2007  should  be  borne  in  direct  proportion  to  the 
market  share  of  the  entities  operating  in  that  market  during  2006.  The  entity's  market  share  in 
2006  was  10%  and  the  estimated  decommissioning  costs  in  2007  are  at  CU270.  The 
measurement  period  is  2006  and  the  entity  would  recognise  a  liability  for  CU27  in  its  2007 
financial  statements  until  it  is  finally  determined  and  paid. 

If  the  entity  had  ceased  its  television  market  operations  in  2005  then  it  would  have  no  liability 
for  historical  waste  as  it  was  not  in  the  market  during  2006.  However,  another  entity  entering 
the  market  in  2006  would  have  a  liability  even  though  the  historical  waste  was  created  before 
it  entered  the  market. 
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7  Disclosure 

A  number  of  disclosures  are  required  in  relation  to  provisions,  contingent  liabilities  and 
contingent  assets. 

For  a  provision,  a  full  reconciliation  should  be  presented,  clearly  identifying  movements  during 
the  period.  These  might  include  revisions  of  the  estimate,  utilisation  of  the  provision  or  a 
release  of  part  of  the  provision.  [IAS  37.84] 

An  explanation  should  be  provided  for  each  class  of  provision,  detailing  what  the  provision  is 
for,  the  expected  timing  of  outflows,  an  indication  of  uncertainties  over  timing  or  amount  of 
expected  outflows  and  whether  any  reimbursement  has  been  recognised.  [IAS  37.85] 

For  a  contingent  liability,  assuming  the  expected  outflow  is  not  remote,  a  brief  description 
should  be  provided  for  each  class  of  contingent  liability.  This  should  include  an  estimate  of  the 
financial  effect,  an  indication  of  any  uncertainties  and  the  likelihood  of  any  reimbursements 
being  forthcoming.  [IAS  37.86] 

Where  a  contingent  asset  is  disclosed  because  the  receipt  of  economic  benefits  is  probable, 
the  entity  should  briefly  explain  the  nature  of  the  contingent  asset  and  where  practicable  the 
financial  effect  of  such  an  asset.  If  information  about  a  contingent  liability  or  asset  is  not 
disclosed  because  it  is  not  practicable  to  do  so,  then  this  fact  should  be  disclosed.  [IAS 
37.89,  37.91] 

If  the  disclosure  of  information  surrounding  a  provision,  contingent  liability  or  contingent  asset 
would  be  seriously  prejudicial  to  an  entity,  then  the  general  nature  of  the  item  should  be 
disclosed  with  an  explanation  of  why  no  additional  disclosure  has  been  made.  This  is 
expected  to  be  extremely  rare  in  practice,  although  it  may  be  appropriate  in  circumstances 
where  there  are  legal  proceedings  in  progress,  the  outcome  of  which  could  be  affected  by  the 
disclosure  of  the  estimated  settlement.  [IAS  37.92] 


8  Chapter  Review 

This  chapter  has  been  concerned  with  the  recognition,  measurement  and  disclosure 
requirements  for  provisions,  contingent  liabilities  and  contingent  assets. 

This  chapter  has  covered: 

the  objectives  and  scope  of  IAS  37; 

the  critically  important  definition  of  provisions,  contingent  liabilities  and  contingent 
assets; 

the  application  of  these  definitions  to  a  range  of  practical  situations; 

the  criteria  for  recognising  provisions,  contingent  liabilities  and  contingent  assets;  and 

the  measurement  criteria  and  disclosure  requirements  in  IAS  37. 
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9  Self  Test  Questions 
Chapter  14 

1 .  According  to  IAS37  Provisions,  contingent  liabilities  and  contingent  assets, 

which  of  the  following  is  the  correct  definition  of  a  provision? 

A  A  possible  obligation  arising  from  past  events 

B  A  liability  of  uncertain  timing  or  amount 

C  A  liability  which  cannot  be  easily  measured 

D  An  obligation  to  transfer  funds  to  an  entity 


According  to  IAS37  Provisions,  contingent  liabilities  and  contingent  assets, 
which  TWO  of  the  following  best  describe  the  sources  of  a  legal  obligation? 

A  legal  obligation  is  an  obligation  that  derives  from 

A  legislation 

B  a  contract 

C  a  published  policy 

D  an  established  pattern  of  past  practice 


Are  the  following  statements  in  relation  to  a  contingent  liability  true  or  false, 
according  to  IAS37  Provisions,  contingent  liabilities  and  contingent  assets? 

(1)  An  obligation  as  a  result  of  the  entity  creating  a  valid  expectation  that 
it  will  discharge  its  responsibilities  is  a  contingent  liability. 

(2)  A  present  obligation  that  arises  from  past  events  but  cannot  be  reliably 
measured  is  a  contingent  liability. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Under  IAS37  Provisions,  contingent  liabilities  and  contingent  assets,  a  liability 
of  uncertain  timing  or  amount  is  best  described  as 

(select  one  answer) 

A  a  provision 

B  an  obligating  event 

C  an  accrual 

D  a  contingent  liability 
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The  Snowfinch  Company  is  closing  one  of  its  operating  divisions,  and  the 
conditions  for  making  restructuring  provisions  in  IAS37  Provisions,  contingent 
liabilities  and  contingent  assets  have  been  met. 

The  closure  will  happen  in  the  first  quarter  of  the  next  financial  year.  At  the 
current  year  end,  the  company  has  announced  the  formal  plan  publicly  and  is 
calculating  the  restructuring  provision. 

Which  ONE  of  the  following  costs  should  be  included  in  the  restructuring 
provision? 

A  Retraining  staff  continuing  to  be  employed 

B  Relocation  costs  relating  to  staff  moving  to  other  divisions 

C  Contractually  required  costs  of  retraining  staff  being  made  redundant 

from  the  division  being  closed 
D  Future  operating  losses  of  the  division  being  closed  up  to  the  date  of 

closure 


Which  ONE  of  the  following  is  within  the  scope  of  IAS37  Provisions, 
contingent  liabilities  and  contingent  assets? 

A  Financial  instruments  carried  at  fair  value 

B  Future  payments  under  employment  contracts 

C  Future  payments  on  vacant  leasehold  premises 

D  An  insurance  company's  policy  liability 


The  Silktail  Company  is  being  sued  for  damages.  When  preparing  its  20X4 
financial  statements  the  directors  took  the  view  that  the  likelihood  of  any 
payments  having  to  be  made  to  the  claimant  was  remote. 

In  preparing  the  20X5  financial  statements  their  view  was  that  it  was  possible 
that  such  payments  would  have  to  be  made,  and  in  preparing  the  20X6 
statements  their  view  was  that  such  payments  were  probable. 

For  the  20X7  statements  there  was  virtual  certainty  that  the  payments  would 
have  to  be  made.  The  payments  were  made  in  the  20X8  accounting  period. 

Under  IAS37  Provisions,  contingent  liabilities  and  contingent  assets,  in  which 
set  of  financial  statements  should  provision  for  the  payments  first  be  made? 

A  20X4 

B  20X5 

C  20X6 

D  20X7 
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The  Kuma  Company  is  being  sued  for  damages.  When  preparing  its  20X4 
financial  statements  the  directors  took  the  view  that  the  likelihood  of  any 
payments  having  to  be  made  to  the  claimant  was  remote. 

In  preparing  the  20X5  financial  statements  their  view  was  that  it  was  possible 
that  such  payments  would  have  to  be  made  and  in  preparing  the  20X6 
statements  their  view  was  that  such  payments  were  probable. 

For  the  20X7  statements  there  was  virtual  certainty  that  the  payments  would 
have  to  be  made.  The  payments  were  made  in  the  20X8  accounting  period. 

Under  IAS37  Provisions,  contingent  liabilities  and  contingent  assets,  in  which 
set  of  financial  statements  should  a  contingent  liability  first  be  disclosed? 


A 

20X4 

B 

20X5 

C 

20X6 

D 

20X7 

According  to  IAS37  Provisions,  contingent  liabilities  and  contingent  assets,  for 
which  ONE  of  the  following  should  a  provision  be  recognised? 

A  Future  operating  losses 

B  Obligations  under  insurance  contracts 

C  Reductions  in  fair  value  of  financial  instruments 

D  Obligations  for  plant  decommissioning  costs 


10.        For  which  TWO  of  the  following  should  be  provisions  be  recognised  under 
IAS37  Provisions,  contingent  liabilities  and  contingent  assets? 

A  Divisional  closure  costs  before  a  public  announcement  is  made 

B  Restructuring  costs  after  a  binding  sale  agreement  has  been  signed 

C  Rectification  costs  relating  to  defective  products  already  sold 

D  Future  refurbishment  costs  due  to  introduction  of  a  new  computer 

system 
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1 1 .  The  Dipper  Company  operates  chemical  plants.  Its  published  policies  include 
a  commitment  to  making  good  any  damage  caused  to  the  environment  by  its 
operations.  It  has  always  honoured  this  commitment. 

Which  ONE  of  the  following  scenarios  relating  to  Dipper  would  give  rise  to  an 
environmental  provision  as  defined  by  IAS37  Provisions,  contingent  liabilities 
and  contingent  assets? 

A  On  past  experience  it  is  likely  that  a  chemical  spill  which  would  result 

in  Dipper  having  to  pay  fines  and  penalties  will  occur  in  the  next  year 
B  Recent  research  suggests  there  is  a  possibility  that  the  company's 

actions  may  damage  surrounding  wildlife 
C  The  government  has  outlined  plans  for  a  new  law  requiring  all 

environmental  damage  to  be  rectified 
D  A  chemical  spill  from  one  of  the  company's  plants  has  caused  harm  to 

the  surrounding  area  and  wildlife 


12.        The  Cullen  Company  is  finalising  its  annual  financial  statements.  According  to 
IAS37  Provisions,  contingent  liabilities  and  contingent  assets,  which  ONE  of 
the  following  should  be  disclosed  in  the  financial  statements  as  a  contingent 
liability? 

A  The  company  has  accepted  liability  prior  to  the  year  end  for  unfair 

dismissal  of  an  employee  and  is  to  pay  damages 
B  The  company  has  received  a  letter  from  a  supplier  complaining  about 

an  old  unpaid  invoice 
C  The  company  is  involved  in  a  legal  case  which  it  may  possibly  lose, 

although  this  is  not  probable 
D  The  company  has  not  yet  paid  certain  claims  under  sales  warranties 
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13.        The  financial  statements  of  the  Farren  Company  for  the  year  ended  31 

December  20X6  included  a  provision  for  restructuring  of  CU7  million  and  an 
environmental  provision  of  CU3  million. 

At  31  December  20X7,  the  environmental  provision  was  no  longer  required 
and  CU2  million  of  the  restructuring  provision  was  no  longer  required.  An 
additional  provision  of  CU2  million  was  needed  for  legal  claims  against  the 
company. 

Is  the  proposed  treatment  of  each  provision  shown  below  correct  or  incorrect 
according  to  IAS37  Provisions,  contingent  liabilities  and  contingent  assets? 

(1)  The  environmental  provision  is  to  be  written  back  to  profit  or  loss. 

(2)  CU2  million  of  the  restructuring  provision  no  longer  required  is  to  be 
re-allocated  to  cover  the  legal  claims. 

Treatment  (1)  Treatment  (2) 

A  Incorrect  Incorrect 

B  Incorrect  Correct 

C  Correct  Incorrect 

D  Correct  Correct 


14.        The  Chadwick  Company  sells  electrical  goods  covered  by  a  one-year 
warranty  for  any  defects. 

Of  sales  of  CU70  million  for  the  year,  the  company  estimates  that  3%  will 
have  major  defects,  5%  will  have  minor  defects  and  92%  will  have  no  defects. 

The  cost  of  repairs  would  be  CU5  million  if  all  the  products  sold  had  major 
defects  and  CU3  million  if  all  had  minor  defects. 

What  amount  should  Chadwick  recognise  as  a  warranty  provision? 

A  CU8,000,000 

B  CU300.000 

C  CU5,600,000 

D  CU190.000 
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Chapter  15 

TAXATION 


1  Business  Context 

Corporate  income  taxes  are  an  important  means  of  raising  government  revenue  and  therefore 
represent  a  potential  major  cash  outflow  from  a  business.  This  is  particularly  the  case  in 
developed  countries  where  typically  5%  to  15%  of  total  government  revenue  comes  from  such 
taxes. 

Taxes  on  business  can  take  several  different  forms  and  these  vary  from  country  to  country. 
Entities  can  incur  taxes  levied  on  a  variety  of  bases  and  transactions,  although  probably  the 
most  significant  is  that  in  relation  to  income  generated  by  an  entity  through  its  normal 
operating  activities. 

Taxation  is  not  just  a  means  of  raising  revenue  for  government.  Governments  may  wish  to 
provide  incentives  or  disincentives  for  entities  to  act  in  a  particular  way.  For  example,  to 
encourage  investment  in  a  particular  geographical  area  or  carry  out  a  certain  business 
activity,  generous  tax  allowances  may  be  offered  as  an  incentive  for  this  type  of  expenditure. 
The  implication  of  this  is  that  taxes  can  interact  with  business  decisions,  for  example  in 
relation  to  business  location.  This  is  of  particular  significance  where  businesses  have  foreign 
operations  in  different  tax  jurisdictions. 


2  Chapter  Objectives 


This  chapter  deals  with  IAS  12  Income  taxes.  It  considers  both  the  treatment  of  the  current 
tax  charge  and  liability  (current  taxes)  and  deferred  tax,  which  is  a  means  of  accounting  for 
the  difference  between  the  effects  of  the  tax  and  accounting  treatments  (deferred  tax)  of 
transactions. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  nature  and  scope  of  IAS  12  on  income  taxes; 

■  interpret  the  important  terminology  and  definitions  which  relate  to  the  treatment  of 
current  tax  and  deferred  tax  in  financial  statements; 

■  understand  the  key  principles  relating  to  the  recognition  and  measurement  of  current 
tax  and  deferred  tax; 

■  demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  12;  and 

■  apply  knowledge  and  understanding  of  IAS  12  in  particular  circumstances  through 
basic  calculations. 


THE  INSTITUTE 


Chapter  1 5  -  Taxation  WW  OF  chartered 

Page  185  S  accountants 


IN  ENGLAND  AND  WALES 


3  Objectives,  Scope  and  Definitions  of  IAS  12 

The  objective  of  IAS  12  is  to  prescribe  the  accounting  treatment  for  income  taxes.  [IAS  12.1] 

The  term  'income  taxes'  is  wide  and  covers  all  domestic  and  foreign  taxes  which  are  based 
on  an  entity's  taxable  profits,  as  well  as  other  taxes  such  as  a  withholding  tax  which  is 
payable  when  an  entity  pays  a  dividend. 

IAS  12  concerns  two  different  taxation  issues: 

1 .  Current  tax:  this  is  defined  as  the  amount  of  income  tax  payable,  or  recoverable,  by  an 
entity  in  respect  of  its  taxable  profit,  or  loss,  for  a  period.  [IAS  12.5] 

2.  Deferred  tax:  this  is  an  accounting  measure  rather  than  a  tax  levied  by  government;  it 
represents  tax  payable  or  recoverable  in  future  accounting  periods  in  relation  to 
transactions  which  have  already  taken  place. 

4  Current  Tax 

IAS  12  does  not  set  out  how  current  tax  should  be  calculated,  since  this  is  largely  driven  by 
the  application  of  the  taxation  rules  in  individual  jurisdictions.  However,  IAS  1 2  requires  a  tax 
liability  to  be  recognised  where  an  entity  has  unpaid  current  tax,  whether  arising  from  the 
current  or  prior  periods.  Conversely,  if  an  entity  has  overpaid  its  tax  liability  then  it  should 
recognise  a  tax  asset  for  the  amount  recoverable.  [IAS  12.12] 

It  is  sometimes  possible  for  an  entity  that  has  made  a  loss  in  its  current  period  to  recover  tax 
paid  in  previous  periods  by  carrying  the  loss  back  to  offset  against  profits  of  the  earlier  period. 
Where  an  entity  is  able  to  recover  tax  paid  in  a  previous  period,  an  asset  should  be 
recognised  in  the  period  in  which  the  loss  is  made.  [IAS  12.13] 

The  tax  rate  to  be  used  in  determining  a  current  tax  asset  or  liability  is  the  rate  that  is 
expected  to  apply  when  the  asset  is  expected  to  be  recovered,  or  the  liability  to  be  paid. 
These  rates  should  be  based  upon  tax  laws  that  have  already  been  enacted  (are  already  part 
of  law)  or  substantively  enacted  (have  already  passed  through  part  of  the  legal  process)  by 
the  end  of  the  reporting  period.  [IAS  12.46] 

4.1  Income  statement 

The  tax  expense  recognised  in  profit  or  loss  comprises  an  aggregate  amount  of  the  current 
tax  expense  and  the  deferred  tax  expense  based  on  the  profit  or  loss  for  the  period. 
[IAS  12.5] 


5  Deferred  Tax 

The  current  tax  liability  of  an  entity  is  based  on  both  the  accounting  treatment  for  transactions 
and  on  a  number  of  specific  requirements  set  out  in  local  tax  legislation.  As  a  result  it  may  not 
be  possible  to  calculate  the  tax  charge  for  a  reporting  period  by  reference  to  an  entity's 
accounting  profit  or  loss  reported  for  that  period.  Differences  may  arise  because  the  tax 
liability  occurs  in  a  period  different  to  that  in  which  the  underlying  transaction  is  reported.  To 
ensure  that  the  financial  statements  are  internally  consistent,  an  adjustment  may  be  required 
to  the  current  tax  expense,  so  that  the  total  tax  charge  is  based  on  an  entity's  financial 
reporting  profit  for  the  period.  This  adjustment  is  referred  to  as  'deferred  tax'.  It  is  important  to 
appreciate  that  deferred  tax  does  not  alter  the  tax  to  be  paid,  only  the  means  by  which  it  is 
reflected  in  the  financial  statements. 

IAS  12  requires  that  deferred  tax  is  calculated  using  what  is  commonly  referred  to  as  the 
balance  sheet  liability  method.  This  method  is  based  on  an  assessment  of  temporary 
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differences.  A  temporary  difference  is  the  difference  between  the  carrying  amount  of  an  asset 
or  liability  in  the  statement  of  financial  position  and  the  amount  of  that  item  for  tax  purposes, 
which  is  called  its  tax  base.  [IAS  12.5] 

The  concept  of  deferred  tax  is  best  described  through  the  use  of  a  simple  example. 


Illustration  1 

An  entity  acquires  a  new  computer  for  CU1 ,200  in  the  year.  The  entity  depreciates  computer 
equipment  over  3  years  in  accordance  with  IAS  16  Property,  plant  and  equipment.  Local 
government  provides  a  tax  incentive  to  businesses  for  investments  in  new  computer 
equipment  and  therefore  the  full  cost  of  the  equipment  is  allowable  for  tax  purposes  in  the 
year  that  it  is  purchased. 

At  the  end  of  the  year,  the  computer  equipment  has  the  following  carrying  amount  and  tax 
base: 

Balance  sheet  carrying  amount: 

CU1 ,200  less  depreciation  of  (CU1 ,200  x  1/3)  CU400  =  CU800 

Tax  base: 

CU1 ,200  less  amount  deductible  for  tax  purposes  of  CU1 ,200  =  nil 

A  temporary  difference  arises  of  CU800,  being  the  difference  between  the  carrying  amount  in 
the  balance  sheet  and  the  value  for  tax  purposes. 

The  temporary  difference  reflects  the  fact  that  the  entity  has  reduced  its  actual  tax  liability  by 
CU1 ,200  multiplied  by  the  tax  rate  although  only  CU400  is  shown  an  expense  in  profit  or  loss 
for  the  period.  This  means  that  the  current  tax  expense  is  less  than  what  a  user  would  expect 
to  see  based  on  the  results  reported  in  the  entity's  statement  of  comprehensive  income. 

The  reason  that  an  entity  is  required  to  recognise  deferred  tax  is  because: 

■  a  deferred  tax  liability  will  ultimately  translate  itself  into  an  actual  liability  by,  for 
example,  resulting  in  a  larger  tax  liability  in  future  periods; 

■  the  matching  of  items  recognised  in  an  entity's  financial  statements  is  consistent  with 
the  requirements  of  IAS  1  Presentation  of  financial  statements  on  the  preparation  of 
an  entity's  financial  statements;  and 

■  ignoring  deferred  tax  may  lead  to  the  reported  profit  in  a  period  being  misinterpreted. 


6  Deferred  Tax:  Recognition  and  Measurement 

An  entity  is  required  to  recognise  a  deferred  tax  liability  where  it  has  identified  a  taxable 
temporary  difference  between  an  asset's  or  liability's  carrying  amount  for  accounting 
purposes  and  its  value  for  tax  purposes.  A  deferred  tax  liability  arises  where  the  carrying 
amount  of  an  asset  (liability)  for  accounting  purposes  is  greater  (less)  than  its  tax  value.  [IAS 
12.15] 

There  are  two  exceptions  to  this  requirement  to  recognise  a  deferred  tax  liability:  firstly,  where 
it  arises  from  the  initial  recognition  of  goodwill  (i.e.  the  excess  paid  for  a  business  above  the 
value  of  its  net  assets)  and  secondly,  where  the  initial  recognition  of  an  item,  that  is  not  part  of 
a  business  combination,  does  not  affect  accounting  or  tax  profit.  [IAS  12.15] 
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IAS  12  requires  that  an  entity  should  recognise  a  deferred  tax  asset  where  tax  is  recoverable 
in  the  future,  as  a  result  of  a  deductible  temporary  difference  arising  on  the  assessment  of  an 
asset's  or  liability's  value  for  accounting  and  tax  purposes.  For  a  deferred  tax  asset  to  be 
recognised  the  entity  should  assess  its  recoverability  as  being  probable.  [IAS  12.24] 

A  potential  deferred  tax  asset  arises  where  the  carrying  amount  of  an  asset  (liability)  for 
accounting  purposes  is  less  (greater)  than  its  tax  value. 

As  with  a  deferred  tax  liability,  an  entity  should  not  recognise  a  deferred  tax  asset  where  it 
arises  from  a  transaction  that  is  neither  a  business  combination  nor  affects  accounting  or  tax 
profit  at  the  time  of  recognition.  [IAS  12.24] 

The  recognition  and  measurement  of  deferred  tax  balances  can  be  determined  by  a  number 
of  steps  which  are  explained  in  the  remainder  of  this  chapter. 

6.1  Carrying  amount  versus  tax  base 

An  entity  should  determine  an  asset's  or  liability's  carrying  amount  in  its  statement  of  financial 
position  and  its  value  for  tax  purposes,  i.e.  its  tax  base.  Where  there  is  a  difference  between 
the  two  amounts  the  entity  may  need  to  recognise  a  deferred  tax  asset  or  liability. 

The  tax  base  of  an  asset  is  the  amount  that  will  be  deductible  for  tax  purposes  against  future 
profits  generated  by  the  asset.  In  simple  terms  the  asset's  tax  base  is  the  amount  of  the  asset 
in  the  current  period  for  tax  purposes. 


Illustration  2 

An  entity  has  an  asset  in  its  statement  of  financial  position  representing  interest  receivable  of 
CU500.  Although  the  interest  will  not  be  received  until  after  the  end  of  the  reporting  period,  it 
has  been  earned  in  the  current  period  and  therefore  has  been  recorded  as  income.  The 
carrying  amount  of  the  asset  at  the  end  of  the  reporting  period  date  is  therefore  CU500. 

The  interest  will  be  chargeable  to  tax  when  the  cash  is  received,  i.e.  in  the  following  period. 
The  interest  asset  has  no  value  for  tax  purposes  in  the  current  period,  so  its  tax  base  is  nil. 


The  tax  base  of  a  liability  is  its  carrying  amount  less  any  amount  that  will  be  deductible  for  tax 
purposes  in  future  periods. 


Illustration  3 

An  entity  has  recognised  a  current  liability  for  expenses  that  it  has  incurred  but  not  yet  paid  at 
the  end  of  its  reporting  period  of  CU1 ,000.  The  expenses  will  be  fully  allowable  for  tax 
purposes  when  they  are  paid  in  the  following  period. 

The  carrying  amount  of  the  liability  at  the  end  of  the  reporting  period  is  therefore  CU1,000. 
The  tax  base  is  nil,  being  the  carrying  amount  of  CU1 ,000  less  the  amount  that  will  be 
deductible  for  tax  purposes  in  future  periods  i.e.  CU1,000. 


6.2  Calculate  the  temporary  difference 

Temporary  differences  are  differences  between  the  carrying  amount  of  an  asset  or  liability  in 
the  statement  of  financial  position  and  its  tax  base. 

Temporary  differences  may  be  either:  [IAS  12.5] 

(a)  taxable  temporary  differences,  which  result  in  taxable  amounts  arising  in  future 

accounting  periods,  as  the  carrying  amount  of  the  asset  or  liability  is  recovered  or  settled. 
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This  is  where  the  carrying  amount  of  an  asset  (liability)  for  accounting  purposes  is  greater 
(less)  than  its  tax  base;  or 

(b)  deductible  temporary  differences,  which  result  in  amounts  that  are  deductible  in  future 
periods  as  the  carrying  amount  of  the  asset  or  liability  is  recovered  or  settled.  This  is 
where  the  carrying  amount  of  an  asset  (liability)  for  accounting  purposes  is  less  (greater) 
than  its  tax  base. 


Illustration  4 

The  temporary  differences  in  illustrations  2  and  3  are: 

Illustration  2:  Carrying  amount  of  the  interest  receivable  is  CU500  less  its  tax  base  of  nil  - 
temporary  difference  is  CU500. 

Illustration  3:  Carrying  amount  of  the  liability  is  CU1 ,000  less  its  tax  base  of  nil  -  temporary 
difference  isCU1,000. 

The  temporary  differences  in  Illustration  2  is  a  taxable  temporary  difference  and  in  Illustration 
3  is  a  deductible  temporary  difference. 


6.3  Determining  deferred  tax 

Deferred  tax  liabilities  represent  income  taxes  payable  in  future  periods  in  respect  of  taxable 
temporary  differences.  A  taxable  temporary  difference  therefore  creates  a  deferred  tax 
liability.  [IAS  12.5] 

Deferred  tax  assets  are  "amounts  of  income  taxes  recoverable  in  future  periods  in  respect  of 
deductible  temporary  differences".  [IAS  12.5] 

Deferred  tax  assets  may  also  arise  as  a  result  of  tax  losses  and  tax  credits  that  can  be  used 
to  reduce  an  entity's  future  tax  liability.  An  entity  should  only  recognise  a  deferred  tax  asset  in 
respect  of  tax  losses  and  recoverables  where  it  is  probable  that  it  will  gain  benefit  from  them, 
i.e.  taxable  profits  will  be  made  in  future  periods  that  they  can  be  offset  against.  A  deductible 
temporary  difference  therefore  creates  a  potential  deferred  tax  asset.  [IAS  12.34] 

A  deferred  tax  asset  or  liability  is  calculated  by  multiplying  the  temporary  difference  by  the 
relevant  tax  rate. 

The  tax  rate  to  be  used  in  the  calculation  for  determining  a  deferred  tax  asset  or  liability  is  the 
rate  that  is  expected  to  apply  when  the  asset  is  realised,  or  the  liability  is  settled.  These  rates 
should  be  based  on  tax  laws  that  have  already  been  enacted  or  substantively  enacted  by  the 
end  of  the  reporting  period.  [IAS  12.47] 


Illustration  5 

An  entity  operates  in  Muldovia,  and  enters  into  a  long-term  contract  to  build  a  motorway  in 
that  country.  During  the  year  ended  31  December  2007,  the  entity  recognises  CU4million  of 
income  on  this  contract  in  profit  or  loss  for  the  period,  although  it  does  not  expect  to  receive 
the  related  cash  until  the  year  ending  31  December  2009. 

Under  the  tax  rules  of  Muldovia  tax  is  charged  on  a  cash  receipts  basis. 

The  tax  rate  for  businesses  in  Muldovia  was  30%  in  the  year  to  31  December  2007,  but  the 
government  has  voted  in  favour  of  a  reduction  to  29%  for  2008.  There  is  currently  a  rumour 
that  the  rate  will  drop  to  28%  in  2009,  but  no  announcement  has  been  made. 
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The  rate  of  tax  that  should  be  used  to  determine  the  deferred  tax  balance  is  29%.  This  is  the 
rate  is  that  expected  to  apply  when  the  asset  is  realised.  The  rate  of  30%  in  2007,  when  the 
temporary  difference  originated,  is  not  relevant.  The  28%  would  be  used  if  it  had  been 
enacted,  but  currently  it  is  only  under  discussion.  The  best  estimate  of  the  rate  applying  in 
2009,  based  upon  laws  already  enacted  or  substantively  enacted,  is  the  rate  for  2008  of 
29%. 


Illustration  6 

A  machine  cost  CU50,000.  For  tax  purposes,  allowances  of  CU30,000  have  already  been 
deducted  in  the  current  and  previous  periods  with  the  remaining  CU20,000  deductible  in 
future  periods.  Revenue  generated  by  the  entity  from  using  the  machine  is  taxable  and  any 
gain  or  loss  made  on  its  disposal  will  have  tax  implications.  The  carrying  amount  of  the 
machine  for  accounting  purposes  is  CU35,000. 

The  tax  rate  is  currently  30%  and  is  not  expected  to  change  in  the  foreseeable  future. 

The  tax  base  of  the  machine  is  CU20,000  (CU50,000  less  CU30,000). 

There  is  a  taxable  temporary  difference  of  CU1 5,000  (i.e.  accounting  carrying  amount 
CU35,000  -tax  base  CU20,000).  This  generates  a  deferred  tax  liability  of  CU4,500  (i.e. 
CU15,000x30%). 

The  steps  so  far  (for  an  asset)  can  be  summarised  in  the  following  diagram. 
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6.4  Recognition  criteria:  further  issues 
6.4.1  Revaluations 

IFRS  permit  certain  assets  to  be  carried  at  fair  value  or  at  a  revalued  amount. 

The  act  of  revaluing  an  asset  will  not  generally  result  in  a  taxable  event.  However,  the  future 
recovery  of  the  asset,  either  through  its  continuing  use  or  through  disposal,  will  lead  to  taxable 
amounts  being  generated  by  the  entity.  The  amount  that  will  be  deductible  for  tax  purposes, 
based  on  cost,  will  differ  from  that  for  accounting  purposes,  based  on  the  revalued  amount. 

Consequently,  the  difference  between  the  carrying  amount  of  a  revalued  asset  and  its  tax 
base  is  a  temporary  difference.  An  upward  revaluation  of  an  asset  will  therefore  give  rise  to  a 
deferred  tax  liability. 

Most  transactions  creating  temporary  differences  relate  to  transactions  recognised  in  profit  or 
loss,  so  the  related  deferred  tax  is  also  recognised  in  profit  or  loss.  However,  where  the 
underlying  transaction,  such  as  a  revaluation,  is  recognised  in  other  comprehensive  income, 
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the  deferred  tax  impact  is  also  recognised  in  other  comprehensive  income. 
[IAS  12.58,  12.61A] 

The  Standing  Interpretations  Committee  issued  SIC  21  Income  taxes  -  recovery  of  revalued 
non-depreciable  assets  which  clarifies  that  deferred  tax  should  be  recognised,  where 
appropriate,  even  when  a  non-current  asset  is  not  depreciated,  for  example  land.  This  is 
because  the  carrying  amount  of  the  asset  will  ultimately  be  recovered  on  disposal  rather  than 
through  the  charging  of  depreciation. 

Where  the  market  value  of  an  asset  is  greater  than  its  carrying  amount  but  the  entity  does  not 
revalue  its  assets  there  are  no  deferred  tax  implications. 

6.4.2  The  expected  manner  of  recovery  of  an  asset 

The  measurement  of  deferred  tax  liabilities  (and  assets)  should  reflect  the  tax  consequences 
of  how  an  entity  intends  to  settle  (and  recover)  the  carrying  amount  of  its  liabilities  (or  assets). 
For  example,  different  tax  rates  may  apply,  depending  on  whether  the  entity  intends  to  use  an 
asset  to  generate  future  benefits  for  the  entity  on  an  ongoing  basis  or  to  sell  it.  The  deferred 
tax  amount  will  therefore  be  calculated  using  the  tax  rate  relevant  to  the  entity's  expected  use. 
[IAS  12.51] 

6.4.3  Annual  review 

The  carrying  amount  of  a  deferred  tax  asset  should  be  reviewed  at  the  end  of  each  reporting 
period  to  ensure  that  it  continues  to  be  probable  that  it  will  be  recovered  against  future  taxable 
profits.  [IAS  12.56] 

If  it  is  no  longer  probable  that  sufficient  taxable  profit  will  be  available  to  utilise  the  benefit  of 
the  deferred  tax  asset,  then  its  carrying  amount  should  be  written  down  accordingly.  If 
sufficient  profits  later  become  available,  then  the  amount  written  down  should  be  reversed. 
[IAS  12.56] 

6.4.4  Discounting 

IAS  12  does  not  permit  deferred  tax  assets  and  liabilities  to  be  discounted.  [IAS  12.53] 

6.4.5  Temporary  differences  and  investments 

Taxable  temporary  differences  may  arise  from  investments  in  subsidiaries,  branches, 
associates  and  joint  ventures.  Such  differences  arise  as  a  result  of  the  carrying  amount  of 
investments  being  different  from  their  tax  base.  Differences  may  arise,  for  example,  due  to  the 
entities  having  undistributed  profits  or  through  exchange  rate  differences. 

A  deferred  tax  liability  arising  on  such  taxable  temporary  differences  should  be  recognised, 
except  where  two  conditions  are  met:  the  investor  is  able  to  control  the  timing  of  the  reversal 
of  the  temporary  differences  and  it  is  probable  that  the  amounts  will  not  reverse  in  the 
foreseeable  future.  [IAS  12.39] 

Similarly,  a  deferred  tax  asset  should  be  recognised  in  relation  to  deductible  temporary 
differences  in  respect  of  such  investments  where  they  will  reverse  in  the  foreseeable  future 
and  the  entity  will  be  able  to  utilise  the  resulting  deferred  tax  asset.  [IAS  12.44] 

6.5  Future  of  the  standard 

The  IASB  has  been  working  with  the  US  standard  setter  the  Financial  Accounting  Standards 
Board  (FASB)  on  aligning  their  respective  standards  on  taxation  as  part  of  the  convergence 
project  discussed  in  Chapter  1 .  The  work  has  been  ongoing  since  2002  and  is  not  expected 
to  lead  to  a  final  standard  until  2009. 
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Both  the  international  and  US  standards  on  taxation  are  based  on  the  balance  sheet  liability 
method  discussed  above,  but  both  standards  have  a  number  of  exceptions  which  mean  that 
differences  arise  in  the  application  of  the  standards.  The  Boards  are  not  reconsidering  the 
underlying  approach  of  the  standards  but  are  instead  working  to  reduce  the  number  of 
differences. 


7  Change  in  Tax  Status 

Where  are  entity's  tax  status  changes,  for  example  following  a  restructuring  of  its  equity,  this 
may  impact  directly  on  the  entity's  current  and  deferred  tax  assets  and  liabilities.  SIC  25 
Income  taxes  -  changes  in  the  tax  status  of  an  enterprise  or  its  shareholders  sets  out 
guidance  on  how  such  changes  in  an  entity's  tax  status  should  be  treated. 

SIC  25  sets  out  that  both  the  current  and  deferred  tax  adjustments  required  as  a  result  of  a 
change  in  the  tax  status  of  an  entity  should  be  included  directly  in  profit  or  loss  for  the  period. 
If,  however,  the  consequences  of  the  change  directly  impact  other  comprehensive  income 
then  the  tax  consequences  should  also  be  recorded  in  other  comprehensive  income. 


8  Presentation  and  Disclosure:  Current  and  Deferred  Tax 

Current  and  deferred  tax  movements  should  be  recognised  directly  in  the  profit  or  loss  for  the 
period,  except  where  the  tax  arises  from:  [IAS  12.58] 

■  a  transaction  that  is  accounted  for  directly  in  other  comprehensive  income  (such  as  a 
revaluation);  or 

■  a  business  combination. 

The  tax  expense  or  income  in  respect  of  the  profit  or  loss  from  the  entity's  ordinary  activities 
should  be  presented  in  the  statement  of  comprehensive  income.  [IAS  12.77] 

The  main  components  of  the  tax  expense,  or  income,  should  be  disclosed  separately  in  the 
financial  statements.  The  main  components  of  the  tax  expense  or  income  may  include,  for 
example:  [IAS  12.79] 

current  tax  expense  (income); 

adjustments  recognised  in  the  period  for  current  tax  of  prior  periods; 

deferred  tax  expense  (income)  relating  to  temporary  differences; 

an  adjustment  to  the  deferred  tax  expense  (income)  relating  to  changes  in  tax  rates; 
and 

an  adjustment  made  in  respect  of  amounts  recognised  in  prior  periods  for  deferred  or 
current  tax. 

IAS  12  requires  a  number  of  detailed  disclosures  to  be  made  in  relation  to  both  the  current 
and  deferred  tax  amounts  recognised  in  the  financial  statements.  These  disclosures  include: 
[IAS  12.81] 

■  the  amount  of  income  tax  relating  to  each  component  of  other  comprehensive 
income; 

■  a  reconciliation  of  the  tax  expense  (income)  to  the  amount  calculated  as  the 
accounting  profit  multiplied  by  the  tax  rate.  This  reconciliation  may  be  presented  by 
reconciling  the  average  effective  tax  rate  to  the  actual  tax  rate  for  the  period; 
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■  an  explanation  of  any  changes  in  the  applicable  tax  rates,  compared  to  the  previous 
accounting  period; 

■  the  amount  of  any  potential  deferred  tax  asset  which  has  not  been  recognised 
because  of  uncertainties  over  its  recoverability; 

■  an  analysis  of  deferred  tax  in  terms  of  the  type  of  temporary  difference; 

■  the  aggregate  amount  where  a  deferred  tax  liability  for  temporary  differences  in 
relation  to  investments  in  subsidiaries,  associates,  branches  and  investments  in  joint 
ventures  has  not  been  recognised; 

■  where  an  entity  has  discontinued  operations  presented  in  accordance  with  IFRS  5 
Non-current  assets  held  for  sale  and  discontinued  operations  the  tax  expense  relating 
to  the  gain  or  loss  on  discontinuance;  and 

■  the  income  tax  consequences  of  dividends  that  were  proposed  or  declared  after  the 
end  of  the  reporting  period  and  not  therefore  recognised  as  a  liability  at  the  end  of  the 
reporting  period. 

Where  an  entity  has  recognised  a  deferred  tax  asset  at  the  end  of  the  reporting  period,  it 
should  disclose  the  nature  of  the  evidence  supporting  its  future  recoverability.  [IAS  12.82] 

IAS  1  requires  that  where  current  and  non-current  assets  and  liabilities  are  separately 
classified  in  the  statement  of  financial  position,  deferred  tax  assets  and  liabilities  should  not 
be  disclosed  as  part  of  current  assets  and  liabilities. 

8.1  Offsetting 

Where  appropriate,  deferred  tax  assets  and  liabilities  should  be  offset  in  the  statement  of 
financial  position. 

However,  a  current  tax  asset  and  a  current  tax  liability  should  only  be  offset  by  an  entity 
where  it  has  a  legally  enforceable  right  to  set  off  the  amounts  and  it  intends  to  settle  them  on 
a  net  basis.  If  the  amounts  are  not  settled  on  a  net  basis,  then  they  should  be  settled 
simultaneously.  [IAS  12.71] 

Deferred  tax  assets  and  liabilities  should  similarly  only  be  offset  where  the  entity  has  a  legally 
enforceable  right  to  set  off  current  tax  assets  against  current  tax  liabilities  and  the  deferred  tax 
assets  and  liabilities  have  arisen  on  income  taxes  levied  by  the  same  taxation  authority.  In 
addition,  the  amounts  should  be  in  relation  to  the  same  taxable  entity  or,  where  they  have 
arisen  in  respect  of  different  taxable  entities,  there  should  be  the  right  to  settle  the  amounts 
on  a  net  basis  or  simultaneously.  [IAS  12.74] 

8.2  Other  related  disclosures 

An  entity  should  disclose  any  tax-related  contingent  liabilities  and  contingent  assets,  in 
accordance  with  IAS  37  Provisions,  contingent  liabilities  and  contingent  assets.  Contingent 
liabilities  and  contingent  assets  may  arise  from  unresolved  disputes  with  the  taxation 
authorities. 

Where  changes  in  tax  rates  or  tax  laws  are  enacted  or  announced  after  the  end  of  the 
reporting  period,  an  entity  should  disclose  any  significant  effect  of  those  changes  on  its 
current  and  deferred  tax  assets  and  liabilities. 
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9  Chapter  Review 

This  chapter  has  been  concerned  with  accounting  for  income  taxes.  This  includes  both 
current  tax  and  deferred  tax.  The  primary  emphasis  has  been  on  deferred  tax  and  included 
issues  of  recognition  and  measurement  and  the  application  of  these  criteria  in  determining 
deferred  tax  balances  and  charges. 

This  chapter  has  covered: 

■  the  objective  and  scope  of  IAS  12; 

■  the  nature  of  deferred  tax  and  why  it  is  necessary; 

■  the  key  principles  of  recognition  and  measurement  of  deferred  tax  relating  to 
temporary  differences  and  deferred  tax  assets  and  liabilities;  and 

■  the  principal  presentation  and  disclosure  requirements  of  IAS  12. 
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1 0  Self  Test  Questions 
Chapter  15 

1 .  Are  the  following  statements  in  relation  to  deferred  tax  true  or  false? 

(1)  Deferred  tax  liabilities  are  the  amounts  of  income  taxes  payable  in 
future  periods  in  respect  of  taxable  temporary  differences. 

(2)  Deferred  tax  assets  are  the  amounts  of  income  taxes  recoverable  in 
future  periods  in  respect  of  deductible  permanent  differences. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Which  TWO  of  the  following  are  examples  of  deferred  tax  assets? 

Deferred  tax  assets  are  the  amount  of  income  taxes  recoverable  in  future 
periods  in  respect  of 

A  the  carryforward  of  unused  tax  losses 

B  taxable  temporary  differences 

C  deductible  temporary  differences 

D  permanent  differences 


Which  TWO  of  the  following  must  be  disclosed  separately,  according  to 
IAS  12  Income  taxes? 

A  The  tax  bases  of  major  items  on  which  deferred  tax  has  been 

calculated 
B  The  amount  of  deductible  temporary  differences  for  which  no  deferred 

tax  asset  is  recognised 
C  Estimates  of  future  tax  rates 

D  The  amount  of  income  tax  relating  to  each  component  of  other 

comprehensive  income 
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Are  the  following  statements  regarding  the  classification  of  items  under  IAS12 
Income  taxes  true  or  false? 

(1)  Interest  expense  accrued  but  included  in  taxable  profit  on  a  cash  basis 
should  be  classified  under  deductible  temporary  differences. 

(2)  Where  accumulated  depreciation  on  an  asset  is  greater  than 
accumulated  tax  depreciation,  the  amount  should  be  classified  under 
deductible  temporary  differences. 


Statement 

(1) 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

Are  the  following  statements  true  or  false,  according  to  IAS12  Income  taxes? 

(1)  Development  costs  have  been  capitalised  and  will  be  amortised,  but 
were  deducted  in  determining  taxable  profit  in  the  period  in  which  they 
were  incurred.  This  will  give  rise  to  a  deferred  tax  asset. 

(2)  The  tax  base  for  a  machine  for  tax  purposes  is  greater  than  the 
carrying  amount  in  the  financial  statements  up  to  the  end  of  the 
reporting  period.  This  will  give  rise  to  a  deferred  tax  asset. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

According  to  IAS12  Income  taxes,  are  the  following  statements  in  relation  to 
deferred  tax  liabilities  true  or  false? 

(1)  Deferred  tax  liabilities  are  the  amounts  of  income  taxes  payable  in 
future  periods  in  respect  of  taxable  temporary  differences. 

(2)  Deferred  tax  assets  are  the  amounts  of  income  taxes  recoverable  in 
future  periods  in  respect  of  deductible  temporary  differences. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

THE  INSTITUTE 


Chapter  1 5  -  Taxation  WW  OF  chartered 

Page  197  S  accountants 


IN  ENGLAND  AND  WALES 


The  Giggs  Company  has  interest  receivable  which  has  a  carrying  amount  of 
CU55,000  in  its  statement  of  financial  position  at  31  December  20X7.  The 
related  interest  revenue  will  be  taxed  on  a  cash  basis  in  20X8. 

Giggs  has  trade  receivables  that  have  a  carrying  amount  of  CU100,000  in  its 
statement  of  financial  position  at  31  December  20X7.  The  related  revenue 
has  been  recognised  in  profit  or  loss  for  the  year  to  31  December  20X7. 

According  to  IAS12  Income  taxes,  what  is  the  total  tax  base  of  interest 
receivable  and  trade  receivables  for  Giggs  at  31  December  20X7? 


A 

Nil 

B 

CU155.000 

C 

CU100.000 

D 

CU55.000 

The  Waloneke  Company  has  a  policy  of  using  non-current  assets  until  they 
can  no  longer  be  operated  and  are  worthless.  On  1  January  20X7  it  acquired 
an  item  of  plant  and  machinery  for  CU100,000.  It  is  being  depreciated  over  10 
years  on  a  straight-line  basis. 

For  tax  purposes  there  is  an  allowance  of  20%  per  annum  on  a  reducing 
balance  basis.  There  are  two  rates  of  tax:  15%  on  trading  profits  and  25%  on 
gains  on  disposals. 

What  deferred  tax  balance  should  Waloneke  recognise  at  31  December 
20X7,  according  to  IAS  12  Income  taxes? 

A  Deferred  tax  asset  of  CU2,500 

B  Deferred  tax  liability  of  CU2,500 

C  Deferred  tax  asset  of  CU  1,500 

D  Deferred  tax  liability  of  CU1 ,500 


The  Kolpa  Company  purchased  a  building  in  January  20X5  for  CU1 50,000. 
The  accounting  depreciation  charge  is  5%  straight-line.  For  tax  purposes, 
depreciation  of  2%  straight-line  is  deducted  annually.  The  remaining  cost  will 
be  deducted  in  future  periods,  either  as  depreciation  or  through  a  deduction 
on  disposal. 

The  tax  rate  is  25%. 

According  to  IAS12  Income  taxes,  what  should  be  the  deferred  tax  balance  at 
31  December  20X8? 

A  CU4,500  deferred  tax  liability 

B  CU4,500  deferred  tax  asset 

C  CU3,375  deferred  tax  liability 

D  CU3,375  deferred  tax  asset 
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10.        In  arriving  at  its  profit  before  tax  for  the  year  ended  31  December  20X7  The 
Ryan  Company  has  accrued  royalties  receivable  of  CU200,000  and  interest 
payable  of  CU250,000.  Both  royalties  and  interest  are  dealt  with  on  a  cash 
basis  in  tax  computations. 

What  are  Ryan's  net  temporary  differences  at  31  December  20X7,  according 
to  IAS  12  Income  taxes? 

A  Taxable  temporary  differences  of  CU50,000 

B  Deductible  temporary  differences  of  CU450,000 

C  Deductible  temporary  differences  of  CU50,000 

D  Taxable  temporary  differences  of  CU450,000 


1 1 .        The  Huang  Company  has  a  non-current  asset  which  had  a  carrying  amount  in 
the  financial  statements  of  CU  18,000  at  31  December  20X7.  Its  tax  written 
down  value  (the  tax  base)  at  that  date  was  CU9,000. 

The  tax  rate  is  30%.  In  accordance  with  IAS12  Income  taxes,  what  is  the 
deferred  tax  balance  in  respect  of  this  asset  at  31  December  20X7? 


A  CU9,000  asset 

B  CU2.700  liability 

C  CU2.700  asset 

D  CU9.000  liability 
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Chapter  16 

LEASES 


1  Business  Context 

Businesses  may  obtain  financing  from  a  number  of  different  sources.  Such  financing 
arrangements  may  vary  significantly  in  nature,  from  a  simple  bank  overdraft  to  a  complex  sale 
and  leaseback  transaction. 

Leases  can  be  a  major  source  of  finance  to  a  business  and  it  is  therefore  important  that  the 
financial  statements  provide  sufficient  information  for  users  to  be  able  to  understand  fully  the 
substance  of  such  transactions.  The  accounting  treatment  for  leases  has  caused  much 
debate  among  national  standard  setters,  with  important  issues  such  as  gearing  and  financing 
arrangements  that  are  not  recognised  in  the  financial  statements  (i.e.  'hidden')  at  the  centre  of 
the  debate. 

IAS  17  Leases  sets  out  the  treatment  for  reporting  lease  transactions  in  the  financial 
statements  and  provides  a  framework  for  investors  to  understand  how  an  entity  deals  with  the 
financing  it  accesses  in  the  form  of  leases. 

The  debate  on  the  accounting  for  lease  transactions  is  continuing,  with  the  IASB  currently 
working  with  the  US  standard  setter,  the  Financial  Accounting  Standards  Board  (FASB),  on 
the  topic.  The  outcome  of  the  project  is  expected  to  result  in  a  fundamental  change  in  the 
treatment  of  leases.  No  timescales  are  currently  available  for  publication  of  a  new  standard 
as  the  project  is  at  an  early  stage. 


2  Chapter  Objectives 

On  completion  of  this  chapter  you  should  be  able  to: 

■  explain  how  the  concept  of  substance  over  form  relates  to  the  treatment  of  leases; 

■  identify  and  justify  whether  a  lease  should  be  treated  as  an  operating  or  a  finance 
lease; 

■  understand  the  difference  between  the  accounting  requirements  for  a  lessee  and  a 
lessor; 

■  calculate  the  amounts  to  be  included  in  profit  or  loss  and  the  statement  of  financial 
position  of  lessees  and  lessors  for  each  type  of  lease;  and 

■  describe  the  relevant  disclosures  for  both  types  of  leases. 
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3  Objectives,  Scope  and  Definitions  of  IAS  17 

IAS  17  sets  out  the  appropriate  accounting  treatment  and  disclosures  for  lease  transactions  in 
the  financial  statements  of  an  entity;  it  should  be  applied  in  accounting  for  all  lease 
transactions  except  those  that  are  specifically  identified  below.  IAS  1 7  sets  out  the  accounting 
requirements  for  both  lessees  and  lessors. 

IAS  1 7  does  not  apply  to:  [IAS  1 7.2] 

■  lease  agreements  set  up  for  the  exploration  or  use  of  minerals,  oil,  natural  gas  and 
similar  non-regenerative  resources;  and 

■  licensing  agreements  that  are  entered  into  for  items  such  as  motion  picture  films, 
video  recordings,  plays,  manuscripts,  patents  and  copyrights. 

In  addition,  the  measurement  basis  of  IAS  17  does  not  apply  to  items  which,  due  to  their 
unique  nature,  are  specifically  addressed  in  other  international  standards.  Examples  include: 

■  properties  that  are  recognised  as  investment  properties  in  accordance  with  IAS  40 
Investment  property;  and 

■  biological  assets  that  are  held  by  a  lessee  under  finance  lease  arrangements  or 
provided  by  a  lessor  under  an  operating  lease  and  accounted  for  in  accordance  with 
IAS  41  Agriculture. 

A  'lease'  is  a  transaction  between  two  parties,  a  lessor  and  a  lessee,  whereby  the  right  to  use 
an  asset  is  transferred  to  the  lessee  in  return  for  a  defined  series  of  payments  to  the  lessor. 
IAS  1 7  applies  even  if  under  the  terms  of  the  lease  the  lessor  provides  substantial  services  in 
connection  with  the  operation  or  maintenance  of  the  asset.  An  example  of  such  a  service 
would  be  the  provision  of  ongoing  security  arrangements  for  the  asset.  [IAS  17.3,  17.4] 

IAS  17  identifies  two  types  of  lease  transaction:  [IAS  17.4] 

■  a  finance  lease  which  "is  a  lease  that  transfers  substantially  all  the  risks  and  rewards 
incident  to  ownership  of  an  asset.  Title  may  or  may  not  eventually  be  transferred"; 
and 

■  an  operating  lease  which  is  "a  lease  other  than  a  finance  lease". 
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4  Substance  over  Form 

In  the  IASB  Framework,  one  of  the  key  qualitative  characteristics  of  financial  statements  is 
reliability.  For  information  to  be  reliable,  it  should  faithfully  represent  transactions,  which 
should  be  recognised  in  accordance  with  their  commercial  substance,  not  merely  their  legal 
form.  The  accounting  for  a  lease  is  an  example  of  the  application  of  this  concept,  because  the 
classification  of  a  lease  as  either  a  finance  lease  or  an  operating  lease  depends  on  the 
substance  of  the  transaction  rather  than  the  legal  form  of  the  contract. 

The  illustration  below  shows  how  the  substance  of  a  finance  lease  may  differ  from  its  legal 
form. 


Illustration  1 

P  needs  to  buy  a  new  item  of  plant  and  machinery  which  would  cost  CU1 00,000  if  bought  for 
cash  and  which  has  a  useful  life  of  five  years.  P  has  no  surplus  cash  available  and  has 
identified  the  following  two  financing  options: 

Option  1 

Borrow  CU1 00,000  from  a  bank.  This  loan  is  repayable  in  five  annual  instalments  of 
CU24,000  each  (each  instalment  including  interest  of  CU4,000). 

The  cash  transaction  will  be  accounted  for  by  recording: 

(a)  an  asset  for  the  purchase  of  the  new  item  of  plant  and  machinery  at  CU1 00,000; 

(b)  a  liability  of  CU1 00,000  to  the  bank; 

(c)  as  each  annual  instalment  is  paid,  a  reduction  in  cash  of  CU24,000,  a  reduction  in  the 
liability  of  CU20,000  and  interest  of  CU4,000  recognised  in  profit  or  loss;  and 

(d)  depreciation  of  CU20,000  per  annum  recognised  in  profit  or  loss. 

Option  2 

Ask  the  leasing  division  of  the  bank  to  purchase  the  plant  and  then  lease  it  from  that  division 
in  return  for  paying  five  annual  lease  instalments  of  CU24,000  each. 

Without  IAS  17  the  transaction  would  involve  recognising  in  profit  or  loss  the  annual  rental 
instalments  of  CU24,000  as  they  become  payable. 

Issue 

The  two  accounting  treatments  are  different  and  have  a  significant  impact  on  the  'picture' 
presented  by  the  financial  statements.  In  Option  2  no  asset  or  debt  is  recognised  in  the 
statement  of  financial  position  and  hence  no  finance  cost  or  depreciation  is  recognised  in 
profit  or  loss.  The  substance  of  these  two  options  is,  however,  the  same,  since  P: 

■  has  possession  and  use  of  the  asset  for  the  whole  of  its  five  year  useful  life;  and 

■  is  paying  a  total  of  CU1 20, 000  for  the  use  of  the  asset  -  CU20, 000  more  than  its 
cash  price,  so  CU20,000  is  interest 

In  substance,  P  has  'bought'  the  asset  under  both  options,  and  the  bank  has  provided  the 
finance.  The  only  real  difference  is  that  under  Option  2  the  entity  never  gets  legal  title. 

Option  2  would  allow  P  to  avoid  showing  debt  in  the  statement  of  financial  position  and  take 
advantage  of  a  form  of  financing  that  is  not  recognised  in  the  financial  statements. 
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Where  a  series  of  related  transactions  take  place  which  involve  the  legal  form  of  a  lease,  an 
entity  should  consider  carefully  whether  the  transactions  are  independent  of  each  other  or 
are,  in  fact,  part  of  one  transaction  and  should  therefore  be  linked.  An  example  of  where  it 
may  be  appropriate  to  link  a  series  of  transactions  is  a  sale  of  an  asset,  which  is  then  leased 
back  to  the  original  entity  soon  after  the  original  transaction.  In  such  circumstances  the  overall 
substance  of  the  transaction  may  be  considered  to  be  one  of  financing  rather  than,  for 
example,  a  sale  where  a  profit  was  made  and  recognised. 

The  Standing  Interpretations  Committee  published  SIC  27  Evaluating  the  substance  of 
transactions  involving  the  legal  form  of  a  lease  to  help  preparers  identify  the  substance  of 
series  of  transactions.  SIC  27  confirms  that  the  accounting  treatment  for  a  series  of  linked 
lease  transactions  should  be  in  accordance  with  IAS  17  where  the  substance  of  the 
transactions  is  such  that  there  is  a  right  to  use  an  asset  for  a  specified  period  of  time. 

It  is  becoming  increasingly  common  for  businesses  to  enter  into  different  types  of 
arrangements  with  other  businesses,  often  in  the  same  industry,  which  although  not  taking 
the  legal  form  of  a  lease,  include  the  characteristics  of  a  lease  arrangement.  An  example  of 
such  an  arrangement  is  where  a  supplier  in  the  telecommunications  industry  provides  a 
contractual  right  to  purchasers  to  use  its  network  capacity  or  where  a  supplier  provides  the 
use  of  an  infrastructure  asset  to  a  purchaser.  The  International  Financial  Reporting 
Interpretations  Committee  (IFRIC)  issued  IFRIC  4  Determining  whether  an  arrangement 
contains  a  lease  to  provide  guidance  for  determining  whether  such  arrangements  contain  a 
lease  and  should  therefore  be  treated  for  in  accordance  with  IAS  17. 

IFRIC  4  has  wider  applicability  than  just  those  arrangements  that  are  called  "leases".  There 
are  elements  of  some  supply  contracts  and  outsourcing  arrangements  that,  although  not 
legally  defined  as  a  lease,  have  the  characteristics  of  a  lease  (the  right  to  use  an  asset  for  a 
specified  period  of  time  for  payment)  and  hence  should  be  recognised  as  such. 

In  assessing  whether  an  arrangement  contains  a  lease,  an  entity  should  consider  whether  the 
arrangement  is  reliant  on  the  use  of  a  specified  asset  and  whether  the  arrangement  provides 
a  right  to  use  that  specified  asset.  This  assessment  should  take  place  at  the  start  of  any  new 
arrangements,  when  there  is  a  change  in  the  contractual  terms  of  the  arrangement,  when  a 
renewal  option  has  been  exercised  under  the  arrangement  or  when  the  asset  that  the  entity 
has  the  right  to  use  under  the  arrangement  has  substantially  changed  in  some  way. 

The  assessment  of  whether  a  lease  identified  in  such  an  arrangement  is  a  finance  or 
operating  lease  should  be  made,  based  on  the  guidance  in  IAS  17.  The  payments  under  the 
arrangement  should  be  separated,  based  on  their  relative  fair  value  to  the  arrangement  as  a 
whole. 


Illustration  2 

A  distributor  of  chemicals  enters  into  a  tolling  agreement  with  a  chemical  producer.  The 
producer  agrees  to  build  a  bespoke  facility  to  manufacture  chemicals  exclusively  for  the 
distributor.  The  useful  life  of  the  facility  is  estimated  at  ten  years,  which  is  the  same  period  as 
the  tolling  agreement  between  the  two  parties.  The  facility  is  designed  to  meet  only  the 
distributor's  needs.  The  distributor  must  pay  a  fixed  capacity  charge  per  annum  irrespective  of 
whether  it  takes  any  of  the  facility's  production.  It  also  pays  a  variable  charge  based  on  the 
actual  production  taken,  which  amounts  to  approximately  90%  of  the  facility's  total  variable 
costs. 

This  arrangement  contains  a  lease.  The  asset  in  the  agreement  is  the  facility  and  fulfilment  of 
the  agreement  is  dependent  on  that  facility  which  is  bespoke  for  the  distributor's 
requirements.  The  distributor  has  obtained  the  right  to  use  the  factory  as  it  is  bespoke  for  its 
needs  and  could  not  reasonably  be  used  for  another  purpose.  The  price  it  will  pay  per  unit  is 
neither  fixed  nor  equal  to  the  market  price  at  time  of  delivery. 
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5  Distinguishing  Between  Finance  and  Operating  Leases 

In  Illustration  1  above,  it  is  clear  that  Option  2  is  a  financing  arrangement  and  should  therefore 
be  classified  as  a  finance  lease.  However,  if  P  only  leased  the  plant  and  machinery  for  one 
year,  paying  a  total  of  CU24,000,  it  would  have  use  of  the  asset  for  only  a  small  proportion  of 
its  useful  life  and  is  not  therefore  effectively  'buying'  the  asset.  In  this  scenario  the 
arrangement  would  not  be  a  financing  transaction  but  instead  a  rental  transaction,  and  should 
therefore  be  treated  as  an  operating  lease.  The  accounting  treatment  varies  according  to 
which  type  of  lease  the  lessee  holds. 

It  is  sometimes  difficult  in  practice  to  distinguish  between  the  two  types  of  lease  transaction, 
since  arrangements  can  be  very  different  and  often  have  characteristics  of  both  financing  and 
rental.  IAS  17  therefore  provides  detailed  guidance  to  assist  an  entity  in  making  the  correct 
distinction. 

5.1  Risks  and  rewards 

The  classification  of  a  lease  is  based  on  the  extent  to  which  risks  and  rewards  associated  with 
ownership  are  transferred  from  the  lessor  to  the  lessee.  If  a  lease  transfers  substantially  all 
the  risks  and  rewards  normally  associated  with  the  ownership  of  an  asset  it  should  be 
classified  as  a  finance  lease;  otherwise,  it  should  be  classified  as  an  operating  lease. 
[IAS  17.8] 

Examples  of  the  key  risks  and  rewards  that  arise  from  the  ownership  of  an  asset  are  shown  in 
the  following  table. 


Illustration  3 

Risk 

Reward 

Losses 

may  arise: 

Gains 

may  arise  from: 

■ 

where  the  asset  stands  idle  for 

■ 

the  generation  of  profits  from  use 

some  time  due  to  lack  of  sufficient 

of  the  asset; 

demand; 

■ 

use  of  the  asset  for  substantially 

■ 

from  a  fall  in  the  value  of  the  asset 
through  technical  obsolescence; 

the  whole  of  its  useful  life;  and 

and 

■ 

a  potential  gain  arising  on  the 
future  sale  of  the  asset  where  it 

■ 

from  meeting  the  costs  of 
maintaining  and  repairing  the 
asset. 

increases  in  value. 

5.2  Situations  indicating  the  existence  of  a  finance  lease 

In  addition  to  the  guidance  described  above,  IAS  17  also  sets  out  specific  situations  that, 
individually  or  collectively,  would  normally  lead  to  a  lease  being  classified  as  a  finance  lease. 
Such  situations  include  where: 

■  ownership  of  the  asset  transfers  to  the  lessee  by  the  end  of  the  lease  term  (such 
arrangements  are  sometimes  known  as  a  hire  purchase); 

■  although  ownership  of  the  asset  does  not  automatically  pass  to  the  lessee  at  the  end 
of  the  agreement,  the  lessee  has  an  option  to  purchase  the  asset.  The  price  at  which 
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the  option  is  set  is  such  that  it  is  reasonably  certain  that  the  option  will  be  exercised. 
In  other  words,  the  price  is  set  significantly  below  the  fair  value  expected  of  the  asset 
at  the  date  the  option  becomes  exercisable  (this  is  sometimes  referred  to  as  a 
bargain  purchase  option); 

■  although  ownership  of  the  asset  is  not  transferred  at  the  end  of  the  lease  term,  the 
term  of  the  lease  is  for  the  majority  of  the  economic  life  of  the  asset.  At  the  end  of  the 
lease,  therefore,  the  asset  will  have  virtually  no  further  ability  to  generate  future 
economic  benefits; 

»      the  asset  is  so  specialised  that  only  the  lessee  can  use  it  without  major  modifications; 
and 

■  the  present  value  of  the  minimum  lease  payments  payable  by  the  lessee  under  the 
lease  is  equal  to  substantially  all  of  the  fair  value  of  the  asset.  Where  this  is  the  case, 
the  lessee  has  effectively  paid  for  the  asset  in  full  and  therefore  should  treat  the  asset 
as  if  it  had  acquired  it  through  a  financing  arrangement. 

Fair  value  is  the  amount  "for  which  an  asset  could  be  exchanged,  or  a  liability  settled, 
between  knowledgeable,  willing  parties  in  an  arm's  length  transaction  ".  [IAS  17.4] 

The  economic  life  of  an  asset  is  the  total  period  over  which  it  is  expected  to  be  able  to 
generate  economic  benefits  for  one  or  more  users.  [IAS  17.4] 

The  minimum  lease  payments  are  the  minimum  amount  that  is  payable  by  the  lessee  to  the 
lessor  under  a  lease  agreement.  This  comprises  all  amounts  payable  under  the  contract, 
including  any  amounts  guaranteed  to  the  lessor  by  the  lessee  or  any  party  related  to  it.  In 
addition,  in  the  context  of  a  lessee,  where  there  is  an  option  to  purchase  the  asset  at  the  end 
of  the  contract  and  it  is  expected  to  be  exercised  because  it  has  been  set  at  a  'bargain  price', 
then  this  amount  should  also  form  part  of  the  minimum  lease  payments.  [IAS  1 7.4] 

As  well  as  the  circumstances  described  above,  IAS  17  provides  three  additional  situations 
that  may  lead  to  classification  as  a  finance  lease: 

■  losses  associated  with  any  cancellation  of  the  lease  are  borne  by  the  lessee; 

■  fluctuations  in  the  fair  value  at  the  end  of  the  lease  term  fall  to  the  lessee;  and 

■  the  lessee  has  the  option  to  extend  the  lease  for  a  secondary  period  at  a  rate  that  is 
substantially  below  market  rate  (this  is  often  known  as  a  'peppercorn  rent'). 

[IAS  17.11] 

To  identify  the  characteristics  of  a  lease  over  land  and  buildings  the  two  elements  should  be 
separated.  Land  is  generally  considered  to  have  an  indefinite  life  and  therefore  an  associated 
lease  will  normally  be  classified  as  an  operating  lease,  unless  there  are  other  characteristics, 
such  as  title  of  the  land  transferring  to  the  lessee,  that  suggest  otherwise.  [IAS  17.14] 
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6  The  Accounting  Treatment  by  Lessees 

6.1  An  overview 

The  following  section  provides  a  basic  overview  of  the  recognition  requirements  for  the  two 
types  of  lease. 

Finance  lease  recognition 

*  Statement  of  financial  position 

■  Recognise  a  non-current  asset 

■  Recognise  a  liability  for  the  lease  obligation  (i.e.  the  total  payments  outstanding 
including  repayment  instalments  and  finance  charges  accrued  to  date) 

■  Statement  of  comprehensive  income 

■  Recognise  a  charge  for  the  depreciation  of  the  non-current  asset 

■  Recognise  a  finance  charge  for  the  year 
Operating  lease  recognition 

*  Statement  of  comprehensive  income 

■  Recognise  the  lease  instalment  charge  for  the  year. 

The  classification  of  a  lease  as  finance  or  operating  is  made  at  the  inception  of  the  lease  and 
should  only  be  revisited  if  changes  to  the  lease  conditions  are  made  which,  if  made  at  the 
outset,  would  have  resulted  in  a  different  classification. 

The  'inception'  of  the  lease  is  the  earlier  of:  [IAS  17.4] 

■  the  date  of  the  lease  agreement;  and 

■  the  date  that  a  commitment  is  made  by  the  parties  to  the  principal  provisions  under 
the  lease  agreement. 

The  inception  date  is  also  of  particular  importance  for  a  finance  lease  as  it  is  the  date  at  which 
the  values  for  the  asset  and  liability  are  determined. 

The  'lease  term'  is  the  non-cancellable  period  for  which  the  lessee  has  contracted  to  lease  the 
asset,  plus  any  extension  which  is  likely  to  be  taken  up  by  the  lessee.  This  period  is  the  useful 
life  for  a  finance  lease  asset's  depreciation  charges  and  the  period  over  which  operating  lease 
payments  are  recognised  in  profit  or  loss. 

6.2  Finance  lease  recognition 

6.2.1  Initial  recognition 

A  lessee  should  recognise  an  asset  and  liability  in  its  statement  of  financial  position  at  the 
commencement  of  the  lease  term.  The  amounts  should  be  recorded  at  the  fair  value  of  the 
asset  or,  if  lower,  the  present  value  of  the  minimum  lease  payments,  determined  at  the 
inception  of  the  lease.  [IAS  17.20] 

The  present  value  of  the  minimum  lease  payments  is  calculated  by  establishing  the  minimum 
lease  payments  due  under  the  lease,  as  explained  above,  and  discounting  them  to  take 
account  of  the  time  value  of  money.  [IAS  17.20] 
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If  the  minimum  lease  payments  under  the  lease  (including  any  unguaranteed  residual  value, 
i.e.  the  amount  that  the  asset  could  be  sold  for  at  the  end  of  the  lease  term  that  is  not 
guaranteed  by  the  lessee)  are  discounted  at  the  'interest  rate  implicit  in  the  lease',  the  result 
should  equal  the  fair  value  of  the  leased  asset.  Any  initial  indirect  costs  incurred  by  the  lessee 
are  added  to  the  asset's  cost.  [IAS  17.4,  17.20] 

Initial  direct  costs  are  incremental  costs  that  are  directly  attributable  to  "negotiating  and 
arranging  a  lease".  [IAS  17.4] 

6.2.2  Depreciation 

Since  under  a  finance  lease  a  non-current  asset  is  recognised  in  the  lessee's  statement  of 
financial  position,  IAS  17  also  requires  the  asset  to  be  depreciated  in  accordance  with  IAS  16 
Property,  plant  and  equipment.  The  asset  should  be  depreciated  over  its  useful  life  or,  if  there 
is  no  reasonable  certainty  that  the  lessee  will  obtain  ownership  of  the  asset  at  the  end  of  the 
lease  term,  the  period  of  the  lease  if  that  is  shorter.  The  depreciation  policy  for  leased  assets 
should  be  consistent  with  those  of  legally  owned  assets.  [IAS  17.27] 


Illustration  4 

On  1  January  2007  an  entity  enters  into  a  finance  lease  for  a  photocopier  with  a  fair  value  of 
CU8,000.  The  lease  term  is  for  3  years,  with  no  option  to  extend,  and  the  copier  will  be 
returned  to  the  lessor  at  the  end  of  the  3  years.  The  present  value  of  the  minimum  lease 
payments  is  CU7,600. 

The  copier  should  therefore  be  initially  recognised  at  CU7,600,  which  is  the  lower  of  the  fair 
value  and  the  present  value  of  the  minimum  lease  payments. 

The  useful  life  of  the  copier  is  estimated  to  be  4  years  with  a  nil  residual  value.  The  entity 
operates  a  straight-line  method  of  depreciation. 

The  depreciation  charge  on  the  copier  in  2007  is: 

CU7,600  /  3  years  =  CU2.533 

Because  the  lessee  will  not  gain  ownership  at  the  end  of  the  3  year  period,  the  copier  is 
depreciated  over  a  3  year  period  being  the  shorter  of  the  lease  term  and  the  asset's  useful 
life. 


6.2.3  Finance  charge 

Each  instalment  made  under  a  finance  lease  consists  of  a  mixture  of  a  finance  charge  and  the 
repayment  of  capital.  [IAS  1  7.25] 

The  total  finance  charge  over  the  total  period  of  the  lease  is: 

CU 
Total  lease  rentals  X 

Less:     initial  finance  lease  obligation  being  the  lower  of  fair  (X) 

value  and  PV  of  the  minimum  lease  payments  


Total  finance  charges  X 

The  total  interest  cost  should  be  recognised  in  profit  or  loss  over  the  accounting  periods  for 
which  the  lease  liability  is  in  existence.  This  is  from  the  start  of  the  lease  until  the  last 
repayment  is  made. 
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The  period  over  which  the  lease  liability  is  in  existence  is  not  necessarily  the  same  as  the 
term  of  the  lease.  For  example,  if  lease  rentals  are  paid  annually  in  advance,  the  lease 
finance  will  be  paid  off  when  the  final  payment  is  made  at  the  start  of  the  last  year,  but  the 
lease  term  will  include  the  last  year,  even  though  no  liability  will  remain. 

6.2.4  Methods  of  allocating  finance  charges 

IAS  17  requires  the  total  finance  charge  to  be  allocated  over  accounting  periods  so  as  to 
produce  a  constant  periodic  rate  of  interest  on  the  outstanding  lease  obligation.  [IAS  17.25] 

The  two  main  ways  of  allocating  the  finance  charge  to  accounting  periods  are  the  actuarial 
method  and  the  sum  of  digits  methods.  The  sum  of  digits  method  provides  an  approximation 
to  the  actuarial  method.  This  approximation  is  permitted  on  the  grounds  of  practicality. 

6.2.4.1  Actuarial  method 

The  actuarial  method  charges  interest  at  a  constant  percentage  on  the  outstanding  liability 
and  therefore  matches  the  interest  to  the  'loan'  balance.  This  is  the  most  accurate  method, 
but  to  apply  it,  the  rate  of  interest  implicit  in  the  lease  is  required. 

The  interest  charge  for  each  period  is  the  interest  rate  multiplied  by  the  balance  remaining 
immediately  after  a  rental  payment  has  been  made. 


Illustration  5 

An  entity  entered  into  a  five  year  finance  lease  on  1  January  2007.  The  fair  value  of  the 
leased  asset  was  CU1 1 ,500.  Lease  rentals  of  CU3,034  are  payable  annually  in  arrears  on 
31  December  each  year.  The  rate  of  interest  implicit  in  the  lease  is  1 0%. 

The  asset  is  included  in  non-current  assets  at  its  fair  value  of  CU1 1 ,500  and  depreciated 
over  the  five  year  term. 

The  finance  charge  for  the  year  to  31  December  2007  is  calculated  on  the  outstanding 
balance  of  CU1 1,500.  The  finance  cost  will  be  CU1,150. 

At  31  December  2007  the  lease  liability  of  CU9,61 6  is  calculated  as  the  initial  amount  of 
CU1 1,500  plus  the  accrued  interest  of  CU1, 150  less  the  repayment  of  CU3, 034. 


6.2.4.2  Sum  of  digits  method 

The  sum  of  digits  method  approximates  the  interest  charge  for  each  period  by  weighting  the 
periods  in  reverse  order,  so  that  most  interest  is  charged  in  earlier  periods. 

6.2.5  Disclosures  for  finance  leases 

IAS  17  requires  a  number  of  disclosures  to  be  made  in  relation  to  the  effect  that  a  finance 
lease  has  had  on  an  entity's  financial  statements  during  a  period.  Reference  should  also  be 
made  to  IFRS  7  Financial  instruments:  disclosure. 

For  each  class  of  assets,  for  example  land,  buildings,  plant  and  machinery,  an  entity  should 
disclose  the  net  carrying  amount  that  relates  to  assets  held  under  finance  leases.  An  entity 
should  present  a  reconciliation  of  the  future  minimum  lease  payments  due  at  the  end  of  the 
reporting  period  to  their  present  value.  These  minimum  lease  payments  and  their  present 
value  should  also  be  allocated  over  the  periods  in  which  payments  will  be  made,  as  follows: 
[IAS  17.31] 

■      within  one  year; 
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■  within  two  to  five  years;  and 

■  after  more  than  five  years. 

Disclosure  should  be  made  of  any  contingent  rents  that  have  been  recognised  as  an  expense 
during  the  period  and  the  amount  of  any  payments  expected  to  be  received  under  non- 
cancellable  subleases.  Contingent  rents  are  the  part  of  the  lease  payments  which  varies  by 
reference  to  a  factor  other  than  time,  such  as  a  percentage  of  sales  generated  from  use  of  the 
leased  asset.  [IAS  17.31] 

A  description  of  an  entity's  significant  leasing  arrangements  should  be  presented.  Such 
information  will  normally  include  the  basis  on  which  contingent  rents  are  determined,  the 
existence  and  terms  of  any  options  to  extend  the  lease  term  or  purchase  the  asset  and  any 
restrictions  that  are  imposed  on  the  lease  arrangements.  [IAS  17.31] 

6.3  Accounting  treatment  of  operating  leases 

The  definition  of  an  operating  lease,  as  detailed  at  the  start  of  this  chapter,  is  any  lease  other 
than  a  finance  lease. 

IAS  17  requires  lease  payments  made  under  an  operating  lease  to  be  charged  as  an  expense 
directly  in  profit  or  loss  on  a  systematic  basis  over  the  lease  term.  A  straight-line  basis  should 
be  used  unless  another  basis  is  more  representative  of  the  timing  of  the  benefits  obtained  by 
the  user  of  the  asset.  [IAS  17.33] 


Illustration  6 

An  entity  enters  into  an  operating  lease  arrangement  for  the  use  of  a  piece  of  machinery  for 
a  period  of  three  years.  The  useful  life  of  the  asset  is  estimated  as  being  around  15  years. 
The  entity  will  pay  annual  rentals  of  CU1 ,000  over  the  three  years. 

The  entity  expects  the  machinery  to  be  used  evenly  over  the  three  year  period  so  the  annual 
rental  of  CU1,000  should  be  recognised  in  each  of  the  three  years. 


6.3.1  Operating  lease  incentives 

It  is  not  uncommon  for  a  form  of  lease  incentive  to  be  provided  to  a  lessee  to  encourage  it  to 
enter  into  a  particular  leasing  arrangement.  Incentives  take  various  forms,  such  as  a  rent-free 
period  and  lump  sum  payments  either  on  entering  the  lease  or  as  a  reimbursement  for 
leasehold  improvements.  IAS  17  does  not  address  such  issues  and  therefore  the  Standing 
Interpretations  Committee  issued  SIC  15  Operating  leases  -  incentives  to  address  the  Issue. 

SIC  15  requires  that  where  a  lease  incentive  is  provided  it  is  recognised  as  an  integral  part  of 
the  net  consideration  payable  under  the  lease  arrangement  irrespective  of  the  reason  behind 
the  incentive  payment.  The  lessee  should  therefore  treat  the  incentive  payment  as  a  reduction 
of  its  rental  expense  on  a  straight-line  basis,  unless  a  different  basis  is  more  appropriate. 

6.3.2  Disclosures  for  operating  leases 

IAS  1 7  requires  a  number  of  disclosures  to  be  made  in  relation  to  any  operating  leases. 
Reference  should  also  be  made  to  IFRS  7. 

An  entity  should  disclose  the  outstanding  payments  under  non-cancellable  operating  leases 
allocated  between  the  following  periods:  [IAS  17.35] 

■      within  one  year; 
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■  within  two  to  five  years;  and 

■  after  more  than  five  years. 

Where  an  entity  expects  to  receive  sub-lease  rentals  under  an  operating  lease  arrangement 
the  total  minimum  payments  at  the  end  of  the  reporting  period  should  be  disclosed. 
[IAS  17.35] 

The  total  amount  recognised  in  profit  or  loss  for  amounts  under  operating  leases,  including 
subleases,  should  be  disclosed  identifying  amounts  representing  the  minimum  lease 
payments,  contingent  rents  and  sublease  amounts.  [IAS  17.35] 

A  description  of  an  entity's  significant  leasing  arrangements  should  be  presented.  Such 
information  will  normally  include  the  basis  on  which  any  contingent  rents  are  payable,  the 
existence  and  terms  of  any  options  to  extend  the  lease  term,  any  escalation  clauses  or 
purchase  options  and  any  restrictions  that  are  imposed  on  the  lease  arrangements. 
[IAS  17.35] 


Illustration  7 

An  entity  has  the  following  outstanding  non-cancellable  operating 
end  of  its  reporting  period: 

lease  commitments  at  the 

■      rental 

on  buildings  of  CU1 00,000  per  annum  for  1 5  years; 

■      rental 

on  plant  of  CU30,000  per  annum  for  3  years;  and 

■      rental 

on  cars  of  CU40,000  for  1 1  months. 

The  operating 

lease  commitment  note  should  include: 

The  minimum 

lease  payments  under  non-cancellable  operating  leases  are: 

within  1  year                     (100,000  +  30,000  +  40,000) 
within  2-5  years             ((1 00,000  x  4yrs)  +  (30,000  x  2yrs)) 
after  5  years                     (1 00,000  x  1 0yrs) 

CU 

170,000 

460,000 

1,000,000 

1,630,000 
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7  The  Accounting  Treatment  by  Lessors 
7.1  Finance  leases 

Just  as  a  lessee  accounts  for  the  substance,  not  form,  of  a  finance  lease,  so  should  a  lessor. 
Under  a  finance  lease  the  lessor  is  entitled  to  a  stream  of  leasing  receipts,  so  it  should 
recognise  as  an  asset  the  amounts  receivable,  rather  than  the  leased  item  as  a  non-current 
asset.  The  receivables  should  be  measured  at  the  net  investment  in  the  lease.  [IAS  17.36] 

The  net  investment  in  the  lease  is  defined  as  being  the  "gross  investment  in  the  lease 
discounted  at  the  interest  rate  implicit  in  the  lease".  This  gross  investment  is  calculated  as  the 
lessee's  minimum  lease  payments  (which  includes  any  residual  value  guaranteed  by  the 
lessee)  plus  any  unguaranteed  amount  accruing  to  the  lessor.  [IAS  17.4] 

The  interest  rate  implicit  in  the  lease  is  the  same  as  that  explained  in  relation  to  the  lessee. 
The  way  that  it  is  calculated  automatically  includes  any  initial  direct  costs  incurred  by  the 
lessor  in  the  amounts  receivable  from  the  lessee,  so  they  should  not  be  added  separately. 

The  income  receivable  under  a  finance  lease  arrangement  should  be  recognised  based  on  "a 
pattern  reflecting  a  constant  period  rate  of  return  on  the  lessor's  net  investment  in  the  finance 
lease".  [IAS  17.39] 

A  manufacturer  or  dealer  lessor  effectively  has  income  arising  from  two  sources,  being: 

■  the  profit  or  loss  that  would  have  arisen  from  an  outright  sale  of  an  asset;  and 

■  the  finance  income  over  the  lease  term. 

The  selling  profit  or  loss  should  be  recognised  in  the  same  period  as  it  would  have  been 
recognised  in  had  the  asset  been  sold  without  the  financing  arrangements,  so  a  consistent 
policy  is  adopted  for  the  recognition  of  selling  profit  or  losses.  [IAS  17.42] 

If  the  interest  rate  charged  by  a  manufacturer  or  dealer  lessor  on  the  financing  of  the 
purchase  of  an  asset  is  artificially  low,  then  the  selling  profit  should  be  adjusted  so  that  a 
market  rate  of  interest  is  charged.  This  will  result  in  a  deferral  of  some  of  the  selling  profit. 
[IAS  17.42] 

Any  incremental  costs  incurred  in  negotiating  a  lease  by  a  manufacturer  or  dealer  lessor 
should  be  recognised  as  an  expense  when  the  selling  profit  is  recognised. 

7.1.1  Disclosure  by  a  lessor  for  finance  lease  arrangements 

A  number  of  disclosure  requirements  should  be  presented  in  the  financial  statements  of  a 
lessor  in  respect  of  finance  lease  arrangements.  Reference  should  also  be  made  to  IFRS  7. 

A  lessor  should  provide  a  general  description  of  its  significant  leasing  arrangements. 
[IAS  17.47] 

A  lessor  should  present  a  reconciliation  of  the  gross  investment  in  finance  leases  to  the 
present  value  of  the  future  minimum  lease  receipts  due  under  them  at  the  end  of  the  reporting 
period.  The  gross  investment  in  the  lease  and  the  present  value  of  the  minimum  lease 
payments  for  each  of  the  following  periods  should  also  be  disclosed:  [IAS  17.47] 

■  within  one  year; 

■  within  two  to  five  years;  and 

■  after  more  than  five  years. 
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In  addition,  a  lessor  should  disclose  any  unearned  finance  income,  any  unguaranteed 
residual  values  that  accrue  to  the  lessor  (the  amount  that  the  asset  will  be  worth  at  the  end  of 
its  useful  life)  and  contingent  rents  received  during  the  period.  [IAS  17.47] 

A  lessor  should  also  identify  any  allowance  that  has  been  made  for  uncollectable  lease 
payments  receivable.  [IAS  17.47] 

7.2  Operating  leases 

A  lessor  should  recognise  assets  that  are  leased  under  operating  leases  in  its  statement  of 
financial  position  according  to  the  nature  of  the  asset.  Where  it  is  the  lease  of  a  photocopier, 
for  example,  it  would  be  presented  as  a  non-current  asset  as  part  of  property,  plant  and 
equipment.  [IAS  17.49] 

The  lessor  will  recognise  depreciation  on  depreciable  non-current  assets  under  operating 
lease  arrangements  in  accordance  with  IAS  16.  The  depreciation  policy  for  leased  assets 
should  be  consistent  with  that  for  other  non-current  assets  held  by  the  lessor  that  are  not 
subject  to  lease  arrangements.  [IAS  17.53] 

Initial  direct  costs,  as  described  above,  should  be  added  to  the  carrying  amount  of  the  asset 
and  will  therefore  be  recognised  as  an  expense  over  the  period  of  the  useful  life  of  the  asset 
as  it  is  depreciated.  [IAS  17.52] 

The  income  received  under  an  operating  lease  should  be  recognised  in  the  lessor's  profit  or 
loss  based  on  a  straight-line  basis  over  the  lease  term.  A  different  systematic  basis  of 
recognition  should  be  used  where  it  represents  more  fairly  the  timing  of  the  benefits  derived 
from  the  asset  as  the  lessee  uses  it.  [IAS  17.50] 

7.2.1  Disclosure  by  a  lessor  for  operating  lease  arrangements 

A  number  of  disclosures  should  be  made  by  a  lessor  in  its  financial  statements  as  required  by 
IAS  17  in  respect  of  operating  lease  arrangements.  Reference  should  also  be  made  to 
IFRS7. 

Disclosures  should  include  a  general  description  of  the  entity's  leasing  arrangements  and  the 
amount  of  contingent  rents  received  in  the  period.  [IAS  17.56] 

A  lessor  should  disclose  the  future  minimum  receipts  under  non-cancellable  operating  leases 
allocated  between  the  following  periods:  [IAS  17.56] 

■  within  one  year; 

■  within  two  to  five  years;  and 

■  after  more  than  five  years. 

7.2.2  Operating  lease  incentives 

Where  a  lessor  has  provided  an  incentive  to  a  lessee  as  described  above,  it  should  recognise 
the  aggregate  cost  of  the  incentive  as  a  reduction  in  the  rental  income  over  the  period  of  the 
lease.  The  incentive  should  normally  be  recognised  on  a  straight-line  basis,  unless  a  different 
method  is  more  appropriate.  [SIC  15] 
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8  Sale  and  Leaseback  Transactions 

An  entity  may  enter  into  a  financing  arrangement  to  improve  its  liquidity  through  what  is 
commonly  referred  to  as  a  sale  and  leaseback  transaction.  In  such  circumstances,  the  entity 
sells  the  asset  to  a  third  party,  receives  proceeds  for  the  sale  and  then  leases  the  asset  back 
and  pays  rentals  for  its  use. 

A  sale  and  leaseback  transaction  can  result  in  a  finance  or  operating  lease,  depending  on  the 
substance  of  the  transaction. 

If  the  lease  is  identified  as  a  finance  lease,  finance  has  been  provided  and  the  asset  has  been 
given  as  security  for  that  finance.  Any  profit  made  on  the  sale  of  the  asset  is  deferred.  The 
excess  of  sale  proceeds  over  the  carrying  amount  of  the  asset  at  the  date  of  the  transaction  is 
deferred  in  the  statement  of  financial  position  and  amortised  through  profit  or  loss  over  the 
period  of  the  lease.  [IAS  17.59] 

If  the  lease  is  identified  as  an  operating  lease  and  the  lease  payments  and  the  sale  price  are 
established  at  fair  value,  any  profit  made  on  the  sale  should  be  recognised  immediately  in 
profit  or  loss  for  the  period.  [IAS  17.61] 

If,  however,  the  sale  price  is  below  fair  value,  then  any  loss  arising  should  be  deferred  to  the 
extent  that  future  rental  payments  are  below  market  value.  The  loss  will  be  recognised  in 
profit  or  loss  as  the  rentals  are  recognised.  If  the  sale  price  was  above  fair  value,  the  excess 
profit  over  fair  value  should  be  deferred  and  recognised  in  the  period  over  which  the  asset  is 
expected  to  be  utilised.  [IAS  17.61] 

Where  an  operating  lease  results  and  the  fair  value  of  the  asset  is  less  than  its  carrying 
amount  at  the  time  of  the  sale,  then  this  loss  should  be  recognised  immediately.  A  loss  arising 
in  such  circumstances  is  essentially  an  impairment  of  the  asset  (i.e.  a  decrease  in  the 
recoverable  amount  of  the  asset).  [IAS  17.63] 


Illustration  8 

An  entity  had  two  sale  and  leaseback  transactions  during  the  year. 

(1)  It  sold  a  non-current  asset  with  a  carrying  amount  of  CU20,000  for  its  fair  value  of 
CU24,000  under  a  finance  leaseback  arrangement.  The  lease  period  was  for  five  years 
at  an  annual  rental  of  CU7,000.  The  machine  has  a  useful  life  of  five  years. 

(2)  It  sold  a  property  under  an  operating  leaseback  arrangement  for  its  fair  value  of 
CU40,000  when  the  property  had  a  carrying  amount  of  CU36,000.  The  annual  operating 
leaseback  payments  are  CU1 0,000  per  annum  for  three  years,  which  reflect  market 
rentals. 

Transaction  1 

Although  the  machine  has  been  sold  at  fair  value,  no  profit  is  recognised  as  the  machine 
remains  a  non-current  asset.  The  proceeds  are  recognised  as  a  liability  and  the  finance 
charge  of  CU1 1 ,000  ((CU7,000  x  5)  less  CU24,000)  is  allocated  over  the  five  year  period. 

Transaction  2 

The  gain  on  disposal  of  the  property  of  CU4,000  (CU40,000  less  CU36,000)  is  recognised 
immediately,  because  the  sale  price  and  the  rentals  are  at  fair  value.  The  operating  lease 
rentals  are  recognised  as  an  expense. 
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9  Service  Concession  Arrangements 

A  service  concession  is  the  provision  of  services  that  give  the  public  access  to  major 
economic  and  social  facilities,  for  example  motorways,  bridges  and  telecommunication 
networks.  Within  such  arrangements  there  are  two  parties,  a  concession  operator  (a  private 
sector  entity)  and  a  grantor  (a  public  sector  entity),  who  is  the  party  that  grants  the  service 
arrangement.  The  operator  is  paid  for  its  services  over  the  period  of  the  arrangement  and  in 
return  has  the  obligation  to  provide  public  services.  At  the  end  of  the  arrangement  the 
residual  interest  in  any  infrastructure  constructed  as  part  of  the  arrangement,  for  example,  the 
motorways,  bridges  or  telecommunication  networks  is  controlled  by  the  grantor,  not  the 
operator.  The  outsourcing  of  an  entity's  internal  services  are  not  service  concessions,  for 
example  building  maintenance  and  employee  restaurant  facilities. 

Such  arrangements  have  many  of  the  characteristics  of  a  lease  contract  and  the  acquisition  of 
a  non-current  asset  but  also  may  include  an  executory  contract.  Following  widespread 
concern  that  there  was  a  lack  of  guidance  in  this  area,  IFRIC  12  Service  concession 
arrangements  was  published  which  deals  with  the  recognition  requirements  for  concession 
operators  involved  in  the  provision  of  public  sector  infrastructure  assets  and  services. 
IFRIC  12  is  mandatory  for  periods  beginning  on  or  after  1  January  2008. 

The  Interpretation  sets  out  that  infrastructure  assets  are  not  items  of  property,  plant  and 
equipment  of  the  concession  operator,  because  control  over  them  lies  with  the  grantor. 
Instead  the  operator  recognises  the  fair  value  of  the  consideration  receivable  as  a  financial 
asset  or  an  intangible  asset  (or  both).  Where  both  a  financial  asset  and  an  intangible  asset 
exist,  the  consideration  should  be  separated.  [IFRIC  12.11,  12.15] 

A  financial  asset  should  be  recognised  by  the  concession  operator  where  it  has  a  guaranteed 
contractual  right  to  receive  a  specified  amount  of  cash  (or  other  financial  asset)  over  the  life  of 
the  arrangement.  For  example,  where  an  operator  constructs  or  upgrades  the  public  sector 
asset  and  then  operates  it  for  a  fixed  period  of  time  for  an  agreed  amount.  Under  this  method 
the  payments  received  by  the  operator  are  recognised  as  partial  repayments  of  the  financial 
asset.  [IFRIC  12.16,  12.24] 

An  intangible  asset  should  be  recognised  by  the  concession  operator  where  it  receives  a 
right,  such  as  a  licence,  to  charge  users  for  the  public  service  that  it  is  providing  but  the 
revenue  receivable  is  not  agreed  in  advance  but  is  dependant  on  the  public's  usage  of  the 
asset.  Such  arrangements  typically  exist  where  after  the  public  sector  asset  has  been 
constructed  or  upgraded  it  is  operated  by  the  private  sector  body  for  a  specified  period  of 
time.  [IFRIC  12.17] 


Illustration  9 

An  entity  agrees  to  construct  and  operate  a  section  of  motorway  on  behalf  of  the  national 
roads  authority.  The  construction  cost  of  CU300  million  is  payable  at  the  end  of  Year  1  when 
the  construction  will  be  complete.  The  operating  term  of  the  section  of  motorway  is  10  years 
and  will  commence  at  the  start  of  Year  2.  The  annual  operating  costs  are  CU40  million, 
payable  at  the  end  of  each  of  Years  2  to  1 1 . 

The  entity  will  generate  revenue  from  tolls  charged  to  users  of  the  road.  The  entity  estimates 
that  the  annual  revenue  will  be  CU120  million  per  annum. 

The  cost  of  constructing  the  section  of  motorway  is  recognised  as  a  non-current  asset,  but  as 
an  intangible  asset  (the  right  to  collect  tolls)  rather  than  property,  plant  and  equipment  (the 
motorway  itself).  This  intangible  is  then  amortised  over  its  10-year  useful  life. 

Assuming  revenue  is  as  estimated  the  financial  statements  will  contain  the  following: 

Year  1    Statement  of  financial  position 
Intangible  asset  CU  300  million 
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Year  2   Statement  of  financial  position 

Intangible  asset  CU  270  million  (300  less  1/10) 

Statement  of  comprehensive  income 
Revenue  CU120  million 
Operating  costs  CU40  million 
Amortisation  CU30  million 


Revenue  and  costs  incurred  in  respect  of  the  actual  construction  or  upgrade,  under  either 
category,  should  be  recognised  by  reference  to  IAS  1 1  Construction  contracts. 

SIC  29  Disclosure  -  service  concession  arrangements  sets  out  a  number  of  disclosures  to  be 
presented  where  such  arrangements  exist.  Disclosures  include  a  description  of  the 
arrangement  as  well  as  the  nature  and  extent  of  the  use  of  assets  and  obligations  undertaken 
as  a  direct  consequence  of  entering  the  arrangement. 


1 0  Chapter  Review 

This  chapter  has  dealt  with  the  treatment  of  finance  and  operating  leases  by  lessees  and 
lessors. 

This  chapter  has  covered: 

how  leases  are  accounted  for  by  reference  to  their  substance,  not  necessarily  their 
legal  form; 

the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  17; 

the  difference  between  finance  leases  and  operating  leases  and  their  respective 
accounting  treatment; 

rental  payments  and  the  allocation  of  finance  charges  in  a  finance  lease; 

the  different  accounting  treatment  for  leases  required  by  a  lessee  and  a  lessor;  and 

the  treatment  of  sale  and  leaseback  transactions  and  operating  lease  incentives. 
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1 1  Self  Test  Questions 
Chapter  16 

1.  Under  IAS17  Leases,  which  TWO  of  the  following  dates  are  used  to  identify 

the  inception  of  a  lease? 

A  The  date  of  the  lease  agreement 

B  The  date  of  the  commitment  by  the  parties  to  all  of  the  provisions  of 

the  lease 
C  The  date  when  title  to  the  asset  is  transferred 

D  The  date  of  the  commitment  by  the  parties  to  the  principal  provisions 

of  the  lease 


According  to  IAS17  Leases,  which  TWO  of  the  following  are  included  in  the 
definition  of  minimum  lease  payments? 

A  Contingent  rent 

B  Costs  for  services  and  taxes  to  be  paid  by  and  reimbursed  to  the 

lessor 
C  Required  payments  over  the  lease  term 

D  Any  amounts  guaranteed  by  a  party  related  to  the  lessee 


Are  the  following  statements  in  respect  of  a  finance  lease  true  or  false, 
according  to  IAS17  Leases? 

(1)  Any  initial  direct  costs  incurred  by  a  lessee  are  added  to  the  amount  of 
the  liability  recognised  in  the  statement  of  financial  position. 

(2)  Any  initial  direct  costs  incurred  by  a  lessee  are  added  to  the  amount  of 
the  asset  recognised  in  the  statement  of  financial  position. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Which  TWO  of  the  following  should  be  disclosed  in  a  lessee's  financial 
statements  in  relation  to  its  operating  leases,  to  comply  with  the  requirements 
of  IAS  17  Leases? 

A  The  total  of  future  minimum  sub-lease  payments  receivable 

B  A  specific  description  of  all  leasing  arrangements 

C  Restrictions  imposed  by  lease  arrangements 

D  A  reconciliation  between  the  total  of  future  minimum  lease  payments 

and  their  present  value 
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The  Minor  Company  leased  a  freehold  building  for  20  years,  the  useful  life  of 
the  building,  with  effect  from  1  January  20X7.  At  that  date  the  fair  value  of  the 
leasehold  interest  was  CU7.5  million  of  which  CU6.0  million  was  attributable 
to  the  building.  Annual  rentals  of  CU800,000  are  payable  in  advance  on  1 
January. 

How  much  should  Minor  recognise  as  an  operating  lease  expense  in  the  year 
ended  31  December  20X7,  according  to  IAS17  Leases? 


A 

Nil 

B 

CU640.000 

C 

CU160.000 

D 

CU800.000 

The  Musca  Company  took  out  a  lease  for  an  item  of  plant  on  1  January  20X8 
for  5  years.  The  company  is  responsible  for  all  maintenance  costs  of  the  plant 
over  the  term  of  the  lease. 

The  asset  has  a  fair  value  of  CU14,000  and  Musca  will  pay  rentals  of 
CU3,710  at  the  end  of  each  year  for  5  years.  The  present  value  of  the 
minimum  lease  payments  is  CU13,930. 

Under  IAS17  Leases,  at  what  amount  should  the  plant  be  recognised  on  1 
January  20X8? 


A 

CU18.550 

B 

CU14.000 

C 

Nil 

D 

CU13.930 

The  Miracle  Company  leased  some  plant  and  machinery  for  10  years,  its 
useful  life,  with  effect  from  1  January  20X7.  At  that  date  the  fair  value  of  the 
plant  and  machinery  was  CU490,000.  Annual  rentals  of  CU70,000  are 
payable  in  advance  on  1  January  and  the  interest  rate  implicit  in  the  lease  is 
9%. 

What  is  the  total  lease  liability  which  Miracle  should  recognise  in  its  statement 
of  financial  position  at  31  December  20X7,  according  to  IAS17  Leases? 


A 

Nil 

B 

CU464.100 

C 

CU70.000 

D 

CU457.800 
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The  Navajo  Company  has  leased  an  asset  on  a  finance  lease.  The  present 
value  of  the  minimum  lease  payments  is  CU686,000.  Its  fair  value  is 
CU700.000. 

The  asset  has  a  useful  life  of  5  years  and  the  lease  is  for  a  period  of  4  years, 
after  which  the  asset  can  be  acquired  for  a  near  zero  cost,  which  is 
substantially  below  the  expected  value  of  the  asset  at  that  date. 

The  asset  is  depreciated  on  a  straight  line  basis.  According  to  IAS17  Leases, 
what  amount  should  be  the  annual  depreciation  expense? 

A  CU175.000 

B  CU140.000 

C  CU137.200 

D  CU171.500 


The  Junior  Company  leased  a  freehold  building  for  20  years  with  effect  from  1 
January  20X7.  The  useful  life  of  the  building  is  40  years.  As  part  of  the 
negotiations  for  the  lease  the  lessor  granted  Junior  a  rent-free  period.  Annual 
rentals  of  CU1.6  million  are  payable  in  advance  on  1  January,  commencing  in 
20X9. 

What  expense  should  Junior  recognise  in  profit  or  loss  in  the  year  ended  31 
December  20X7,  according  to  IAS17  Leases? 


A 

CU1.6  million 

B 

Nil 

C 

CU1.52  million 

D 

CU1. 44  million 

10.        The  Chemsee  Company  leased  a  canning  machine  with  a  fair  value  of 
CU165,000  for  a  period  of  5  years  under  a  finance  lease. 

The  initial  direct  costs  included  in  negotiating  the  lease  were  CU1,250.  The 
present  value  of  the  minimum  lease  payments  discounted  at  the  rate  implicit 
in  the  lease  is  CU1 58,400. 

Under  the  requirements  of  IAS17  Leases,  at  what  amount  should  the  machine 
be  recognised  in  Chemsee's  financial  statements? 

A  CU165,000 

B  CU159,650 

C  CU166,250 

D  CU158.400 
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1 1 .        The  Senior  Company  sold  an  item  of  plant  and  machinery  on  1  January  20X7 
for  CU125,000,  its  fair  value,  when  its  carrying  amount  was  CU100,000. 
Senior  leased  the  item  back  on  that  date  for  5  years,  the  item's  remaining 
useful  life.  Lease  payments  are  CU35,000  on  1  January  each  year. 

Which  of  the  following  statements  is/are  true,  according  to  IAS17  Leases? 

(1)  The  profit  on  disposal  recognised  in  profit  or  loss  on  1  January  20X7  is 
CU25.000. 

(2)  The  total  finance  charge  to  be  recognised  in  profit  or  loss  over  the 
lease  term  is  CU75,000. 

A  Statement  (1)  only 

B  Statement  (2)  only 

C  Statement  (1)  and  statement  (2) 

D  Neither  statement 


12.        The  Caspian  Company  leased  a  warehouse  with  adjoining  land  for  a  period  of 
15  years. 

The  fair  values  of  the  leasehold  interests  in  the  land  and  of  the  warehouse  are 
CU502,000  and  CU251,000  respectively. 

The  land  has  an  indefinite  economic  life  whereas  the  warehouse  has  a  useful 
life  of  15  years.  Title  to  the  land  is  not  expected  to  pass  at  the  end  of  the 
lease. 

Under  IAS17  Leases,  at  what  amount  should  the  asset(s)  in  relation  to 
finance  leases  be  recognised  in  the  financial  statements  of  Caspian? 


A 

Nil 

B 

CU753.000 

C 

CU502.000 

D 

CU251.000 

13.        The  Maconie  Company  is  a  car  dealer.  On  1  January  20X7  it  entered  into  a 

finance  lease  with  a  customer  under  which  the  customer  would  pay  CU20,000 
on  1  January  each  year  for  5  years,  commencing  in  20X7.  The  car  cost 
Maconie  CU60,000  and  its  normal  cash  selling  price  was  CU75,000.  Maconie 
paid  legal  fees  of  CU2,000  to  a  law  firm  in  connection  with  the  arrangement  of 
the  lease. 

Ignoring  finance  income,  what  net  amount  should  Maconie  recognise  in  profit 
or  loss  in  the  year  ended  31  December  20X7,  according  to  IAS17  Leases? 


A 

Net  income  of  CU15,000 

B 

Nil 

C 

Net  expense  of  CU2,000 

D 

Net  income  of  CU13,000 
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14.        On  1  January  20X8  The  Hammond  Company  leased  a  van  with  a  fair  value  of 
CU37,000  under  a  finance  lease.  The  lease  term  is  6  years,  and  the  present 
value  of  the  minimum  lease  payments  is  CU35,520. 

The  useful  life  of  the  van  to  the  business  was  estimated  at  7  years  with  no 
final  residual  value.  The  company  operates  a  policy  of  straight  line 
depreciation. 

Under  IAS17  Leases,  what  is  the  depreciation  charge  on  the  van  in  20X8? 

A  CU5.074 

B  CU5.286 

C  CU5.920 

D  CU6.167 
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Chapter  17 
EMPLOYEE  BENEFITS 


1  Business  Context 

One  of  the  key  business  problems  in  recent  years  has  concerned  the  funding  by  entities  of 
their  employee  pension  schemes.  With  falling  equity  values,  pension  funds  have  watched 
their  investments  significantly  decrease  in  value,  leading  to  many  schemes  having  a  deficit. 

Although  pension  plans  are  generally  operated  by  independent  trustees,  they  are  set  up  for 
the  benefit  of  the  employing  entity's  employees,  with  the  employing  entity  often  retaining 
some  of  the  obligations  under  the  plans.  In  some  cases  pension  plans  may  in  substance  be 
assets  and  liabilities  of  the  employing  entity  itself.  To  ensure  that  all  pension  plans  are 
accounted  for  and  presented  in  a  consistent  manner,  IAS  19  Employee  benefits  sets  out  the 
accounting  requirements. 

Employees  generally  receive  a  number  of  different  benefits  as  part  of  their  complete 
remuneration  package,  and  these  are  also  addressed  in  IAS  19. 

The  provision  of  shares  and  share  options  has  long  been  a  popular  remuneration  tool  for 
management  but  the  dot.com  boom  saw  the  widespread  use  of  such  benefits  for  all 
employees  and  as  payment  to  suppliers.  Newly  set-up  entities  with  limited  cash  resources 
used  the  promise  of  share  growth  as  a  way  to  attract  and  retain  high  calibre  individuals. 
Before  the  publication  of  IFRS  2  Share-based  payment,  the  provision  of,  say,  a  share  option 
was  not  recognised  in  the  employing  entity's  performance  statement.  This  led  to  significant 
employee  benefits  provided  by  an  entity  not  being  recognised  in  its  financial  statements. 


2  Chapter  Objectives 

This  chapter  deals  with  the  accounting  and  disclosure  requirements  for  various  forms  of 
employee  remuneration  and  post- retirement  benefits. 

On  completion  of  this  chapter  you  should  be  able  to: 

distinguish  between  the  different  forms  of  remuneration  that  make  up  employee 
benefits; 

demonstrate  a  knowledge  of  the  distinction  between  short  and  long-term  benefits; 

for  each  of  the  benefit  types,  understand  the  recognition  and  measurement  rules; 

understand  the  difference  between  a  defined  contribution  plan  and  a  defined  benefit 
plan,  and  hence  the  different  accounting  treatments  required  for  each  ;  and 

understand  the  implications  of  share-based  payment  transactions  as  a  form  of 
employee  benefit. 
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3  Objectives,  Scope  and  Definitions  of  IAS  19 

IAS  19  should  be  applied  by  all  entities  in  accounting  for  the  provision  of  all  employee 
benefits,  except  those  to  which  IFRS  2  applies.  The  standard  applies  regardless  of  whether 
the  benefits  have  been  provided  as  part  of  a  formal  contract.  [IAS  19.1] 

Employee  benefits  are  all  forms  of  consideration,  for  example  cash  bonuses,  retirement 
benefits  and  private  health  care,  given  to  an  employee  by  an  entity  in  exchange  for  the 
employee's  services.  [IAS  19.7] 

A  number  of  accounting  issues  arise  due  to: 

the  valuation  problems  linked  to  some  forms  of  employee  benefits;  and 

the  timing  of  benefits,  which  may  not  always  be  provided  in  the  same  period  as  the 
one  in  which  the  employee's  services  are  provided. 

IAS  19  is  structured  according  to  the  different  forms  of  employee  benefits  as  follows: 

short-term  employee  benefits; 

post-employment  benefits; 

other  long-term  employee  benefits;  and 

termination  benefits. 

4  Short-term  Employee  Benefits 
4.1  All  short-term  benefits 

Short-term  employee  benefits  are  employee  benefits  (other  than  termination  benefits)  that  fall 
due  within  twelve  months  from  the  end  of  the  period  in  which  the  employees  provide  their 
services.  [IAS  19.7] 

Short-term  employee  benefits  include: 

■  wages,  salaries  and  social  security  contributions; 

■  short-term  absences  where  the  employee  continues  to  be  paid,  for  example  paid 
annual  vacation,  paid  sick  leave  and  paid  maternity/paternity  leave.  To  fall  within  the 
definition,  the  absences  should  be  expected  to  occur  within  twelve  months  of  the  end 
of  the  period  in  which  the  employee  services  were  provided; 

■  profit-sharing  and  bonuses  payable  within  twelve  months  of  the  end  of  the  period;  and 

■  non-monetary  benefits,  for  example  private  medical  care  and  company  cars. 

As  set  out  in  IAS  1  Presentation  of  financial  statements,  financial  statements  should  be 
prepared  by  applying  the  accrual  concept.  The  application  of  the  accrual  concept  in  relation  to 
liabilities  means  that  an  entity  should  recognise  a  liability  when  it  becomes  payable  rather 
than  when  it  is  actually  paid.  A  short-term  benefit  should  therefore  be  recognised  as  an 
employee  provides  the  services  to  the  entity  by  reference  to  which  the  benefits  are  payable. 
The  benefit  will  normally  be  treated  as  an  expense,  and  a  liability  should  be  recognised  for 
any  unpaid  balance  at  the  end  of  the  reporting  period.  [IAS  19.10] 
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4.2  Short-term  compensated  absences 

Compensated  absences  are  periods  of  absence  from  work  for  which  the  employee  receives 
some  form  of  payment,  for  example  paid  annual  vacation  and  paid  sick  leave.  These  benefits 
fall  into  two  categories: 

■  accumulating  absences.  These  are  benefits,  such  as  paid  annual  vacation,  that 
accrue  over  an  employee's  period  of  service  and  can  be  potentially  carried  forward 
and  used  in  future  periods;  and 

■  non-accumulating  absences.  These  are  benefits  that  an  employee  is  entitled  to,  but 
that  are  not  normally  capable  of  being  carried  forward  to  the  following  period  if  they 
are  unused  during  the  period,  for  example  paid  sick  leave. 

The  cost  of  providing  compensation  for  accumulating  absences  should  be  recognised  as  an 
expense  as  the  employee  provides  the  services  by  reference  to  which  the  entitlement  to  such 
benefits  accrues.  Where  an  employee  has  an  unused  entitlement  at  the  end  of  the  reporting 
period  and  the  entity  expects  to  provide  the  benefit,  a  liability  should  be  created.  [IAS  19.1 1 , 
19.14] 

The  cost  of  providing  compensation  for  non-accumulating  absences  should  be  expensed  as 
the  absences  occur.  [IAS  19.11] 


Illustration  1 

An  entity  has  5  employees  and  each  is  entitled  to  20  days  paid  vacation  per  year,  at  a  rate  of 
CU50  per  day.  Unused  vacation  is  carried  forward  to  the  following  year. 

All  5  employees  work  for  the  entity  throughout  the  year  and  are  therefore  entitled  to  their  20 
days  of  vacation.  An  expense  should  be  recognised  in  profit  or  loss  for: 

5  employees  x  20  days  x  CU50  =  CU5,000 

4  of  the  employees  use  their  complete  entitlement  for  the  year  and  the  other,  having  used  16 
days,  is  permitted  to  carry  forward  the  remaining  4  days  to  the  following  period.  A  liability  will 
be  recognised  at  the  end  of  the  reporting  period  for: 

1  employee  x  4  days  x  CU50  =  CU200 


4.3  Profit-sharing  and  bonus  plans 

An  entity  should  recognise  an  expense  and  a  corresponding  liability  for  the  cost  of  providing 
profit-sharing  arrangements  and  bonus  payments  when:  [IAS  19.17] 

■  the  entity  has  a  present  legal  or  constructive  obligation  (i.e.  payment  is  part  of  an 
employee's  employment  contract,  or  the  entity  has  a  history  of  paying  bonuses)  to 
make  such  payments  as  the  result  of  a  past  event;  and 

■  a  reliable  estimate  of  the  obligation  can  be  made. 
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Illustration  2 

An  entity  has  a  contractual  agreement  to  pay  4%  of  its  net  profit  each  year  as  a  bonus.  The 
bonus  is  divided  between  those  who  are  employees  of  the  entity  at  the  end  of  the  reporting 
period.  The  following  data  is  relevant: 

Net  profit: 

CU120,000 

Average  employees 

5 

Employees  at  start  of  year 

6 

Employees  at  end  of  year 

4 

An  expense  should  be  recognised  in  profit  or  loss  for  the  year  in  which  the  profits  were 
and  therefore  the  employees'  services  were  provided,  for: 

made 

CU120,000  x  4%  =  CU4.800 

Each  of  the  4  employees  remaining  with  the  entity  at  the  end  of  the  reporting  period  is 
entitled  to  CU1 ,200.  A  liability  should  be  recognised  if  the  bonuses  remain  unpaid  at  the  end 
of  the  reporting  period. 

5  Post-Employment  Benefits  -  Overview 

Post-employment  benefits  are  employee  benefits  (other  than  termination  benefits)  which  are 
payable  after  the  completion  of  employment.  Such  benefits  include  post  employment  benefit 
plans  set  up  under  formal  or  informal  arrangements.  [IAS  19.7] 

Post-employment  benefits  include  pensions  and  other  post-employment  benefits,  such  as 
continued  private  medical  care. 

There  are  two  main  types  of  post-employment  benefit  plan: 

(1)  defined  contribution  plans.  These  are  post-employment  plans  under  which  payments  into 
the  plan  are  fixed.  Subsequent  payments  out  of  the  plan  to  retired  members  are  based  on 
the  size  of  the  'pot'.  The  'pot'  represents  contributions  that  have  been  made  into  the 
scheme  and  investment  returns  on  scheme  assets.  The  risk  of  the  plan  not  providing 
adequate  payments  to  retired  members  lies  with  the  members;  and  [IAS  19.7] 

(2)  defined  benefit  plans.  These  are  defined  as  all  plans  other  than  defined  contribution 
plans.  These  plans  define  the  amount  that  retired  members  will  receive  from  the  plans 
during  retirement,  by  reference  to  factors  such  as  length  of  service  and  salary  levels. 
Contributions  are  paid  into  the  scheme  based  on  an  estimate  of  what  will  have  to  be  paid 
out  under  it.  Typically,  an  employer  retains  an  obligation  to  make  up  any  shortfall  in  a 
plan,  thereby  bearing  the  risk  of  the  plan  under-performing.  [IAS  19.7] 
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6  Defined  Contribution  Plans 

6.1  Recognition  and  measurement 

Contributions  into  a  defined  contribution  plan  by  an  employer  are  made  in  return  for  services 
provided  by  an  employee  during  the  period.  The  entity  should  recognise  contributions  payable 
as  an  expense  in  the  period  in  which  the  employee  provides  the  services  by  reference  to 
which  contributions  by  the  employer  become  payable.  A  liability  should  be  recognised  where 
contributions  arise  in  relation  to  an  employee's  service,  but  remain  unpaid  at  the  period  end. 
[IAS  19.44] 

Where  contributions  are  not  payable  during  the  period  (or  within  12  months  of  the  end  of  the 
period)  in  which  the  employee  provides  his  or  her  services  on  which  they  accrue,  the  amount 
recognised  should  be  discounted,  to  reflect  the  time  value  of  money.  [IAS  1 9.45] 

6.2  Disclosure 

Where  an  entity  operates  a  defined  contribution  plan  during  the  period,  it  should  disclose  the 
amount  that  has  been  recognised  as  an  expense  during  the  period  in  relation  to  the  plan. 
[IAS  19.46] 


7  Defined  Benefit  Plans 

The  formal  definition  of  a  defined  benefit  plan  is  any  post-employment  benefit  plan  not 
meeting  the  definition  of  a  defined  contribution  plan.  However,  it  is  generally  a  plan  whereby 
the  amount  of  benefits  that  an  employee  will  receive  on  retirement  is  specified  in  some  way, 
for  example  as  a  proportion  of  an  employee's  final  salary  depending  on  the  number  of  years' 
service  worked.  [IAS  19.7] 

As  noted  above,  the  key  feature  of  a  defined  benefit  plan  is  that  the  employer  retains  an 
obligation  to  make  up  any  shortfall  in  the  plan,  should  there  be  insufficient  funds  within  it  to 
pay  out  the  promised  benefits. 

It  would  be  inappropriate  for  the  entity  to  record  only  the  contributions  paid  as  expenses, 
since  in  effect  it  is  underwriting  some  of  the  risks  associated  in  the  plan. 

There  are  many  uncertainties  in  terms  of  the  measurement  of  an  employer's  obligation  in 
relation  to  a  defined  benefit  plan,  not  least  because  an  obligation  only  arises  if  the 
investments  out  of  which  the  payment  of  benefits  will  be  made  are  less  than  the  benefits 
payable.  In  terms  of  the  investments,  the  major  uncertainties  relate  to  how  investments,  both 
those  already  made  and  those  to  be  made  from  future  contributions,  will  perform  in  terms  of 
investment  returns  and  capital  appreciation. 

IAS  19  is  based  on  the  principle  that  an  entity  has  an  obligation  under  a  defined  benefit  plan 
when  an  employee  performs  services  which  accrue  benefits  under  the  plan.  It  is  therefore 
appropriate  that  an  expense  is  recognised  for  an  employee's  services  during  the  period  in 
which  they  are  performed  and  by  reference  to  which  benefits  will  be  payable  under  the 
defined  benefit  plan.  Because  of  the  long-term  nature  of  a  defined  benefit  plan  and  the  level 
of  uncertainty  of  actual  obligations  that  will  fall  due  under  it,  the  specialist  services  of  an 
actuary  are  required.  An  estimate  of  the  level  of  the  obligations  payable  under  the  plan,  and 
whether  the  value  of  the  plan's  assets  will  be  sufficient  to  meet  these  estimated  liabilities,  is 
made. 

Due  to  the  nature  of  defined  benefit  plans,  an  entity  is  required  to  recognise  the  defined 
benefit  liability  in  its  statement  of  financial  position. 
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There  are  two  types  of  defined  benefit  plan: 

■  funded  plans:  these  plans  are  set  up  as  separate  legal  entities  and  are  managed 
independently,  often  by  trustees.  Contributions  paid  by  the  employer  and  employee 
are  paid  into  the  separate  legal  entities.  The  assets  held  within  the  separate  legal 
entities  are  effectively  ring-fenced  for  the  payment  of  benefits;  and 

■  unfunded  plans:  these  plans  are  held  within  employer  legal  entities  and  are  managed 
by  the  employers'  management  teams.  Assets  may  be  allocated  towards  the 
satisfaction  of  retirement  benefit  obligations,  although  these  assets  are  not  ring- 
fenced  for  the  payment  of  benefits  and  remain  the  assets  of  the  employer  entities. 

7.1  Plan  assets  -  funded  plans 

The  contributions  that  are  paid  into  a  funded  defined  benefit  plan  are  invested  with  the 
intention  of  enhancing  the  plan  assets  to  a  value  that  will  be  sufficient  to  meet  the  future 
obligations  under  the  plan  as  they  fall  due.  These  assets  are  described  as  'plan  assets'  and 
are  legally  separate  from  the  employing  entity  and  exist  solely  for  the  benefit  of  the 
employees  that  are  members  of  the  plan  (within  a  funded  plan).  The  consequence  of  this 
legal  separation  means  that  the  entity  is  unable  to  use  these  assets  for  it  own  activities. 
Assets  can  only  be  returned  to  an  entity  if  the  remaining  assets  within  the  plan  cover  the 
obligations  under  it,  or  they  are  a  refund  of  benefits  already  paid  to  members  of  the  plan. 
[IAS  19.7] 

An  entity  is  required  to  value  any  plan  assets  in  a  defined  benefit  plan  at  fair  value  at  the  end 
of  each  reporting  period.  Fair  value  is  defined  as  "the  amount  for  which  an  asset  could  be 
exchanged  or  a  liability  settled  between  knowledgeable,  willing  parties  in  an  arm 's  length 
transaction".  [IAS  19.7] 

The  fair  value  of  plan  assets  will  generally  be  their  market  value.  However,  where  market 
prices  are  not  available,  fair  value  should  be  estimated,  for  example  by  discounting  expected 
future  cash  flows. 

7.2  Defined  benefit  obligations 

The  level  of  benefits  ultimately  to  be  paid  out  of  a  defined  benefit  plan  are  uncertain,  as  they 
depend  on  the  outcome  of  such  factors  as  life  expectancy.  The  expertise  of  an  actuary  is 
therefore  used  to  estimate  these  uncertain  future  events,  to  ensure  that  the  pension  plan  is 
adequately  funded  (based  on  the  assets  in  the  plan  and  the  expected  future  contributions  to 
be  made)  to  meet  its  future  obligations. 

The  defined  benefit  obligation  is  measured  as  the  actuarial  present  value  of  promised 
retirement  benefits.  IAS  1 9  defines  this  as  being  "the  present  value,  without  deducting  any 
plan  assets,  of  the  expected  payments  required  to  settle  the  obligation  resulting  from 
employee  service  in  the  current  and  prior  periods".  [IAS  19.7] 

IAS  19  provides  considerable  guidance  on  the  method  to  be  used  and  the  factors  to  be  taken 
into  account.  The  relevant  method  is  that  of  the  'projected  unit  credit  method',  where  each 
period  of  service  gives  rise  to  an  additional  unit  of  benefit  under  the  plan.  [IAS  1 9.64] 

7.3  Actuarial  assumptions 

Actuarial  estimates  are  made  of  the  amount  of  future  benefits  that  are  likely  to  arise  from 
employee  service.  Defined  benefit  pension  plans  are  dependent  on  employee  services 
accumulated  over  time,  and  benefits  are  therefore  the  result  of  past  and  present  service. 

Future  benefits  are  based  on  actuarial  projections,  based  on  assumptions.  Actuarial 
assumptions  can  be  split  into  two  main  areas,  demographic  assumptions  (which  consider  the 
likely  characteristics  of  members  of  the  plan,  such  as  mortality  rates)  and  financial 
assumptions,  such  as  future  salary  increases  and  investment  returns. 
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The  assumptions  made  by  an  actuary  should  be  unbiased  and  compatible  with  each  other. 
[IAS  19.72] 

Other  factors  that  should  be  taken  into  account  in  measuring  the  post-employment  benefit 
obligations  are  the  current  level  of  benefits  set  out  in  the  plan  and  an  estimate  of  changes  in 
state  benefits  which  may  have  a  subsequent  effect  on  the  benefits  payable  under  the  plan. 

Where  medical  benefits  are  provided  as  part  of  an  employee's  post-employment  benefits,  the 
actuarial  valuation  should  take  into  account  the  estimated  future  price  changes  in  the  cost  of 
providing  such  services.  This  estimate  should  take  into  account  both  general  inflationary 
increases  and  specific  changes  expected  in  medical  costs.  [IAS  19.88] 

7.3.1  The  discount  rate 

IAS  19  requires  that  the  defined  benefit  obligation  be  discounted  to  reflect  the  time  value  of 
money.  The  discount  rate  used  does  not  take  into  account  other  risks,  such  as  investment  risk 
or  the  entity's  credit  risk.  Instead  IAS  1 9  requires  that  the  entity  should  use  a  rate  that  takes 
into  account  market  yields  at  the  end  of  the  reporting  period  on  high  quality  corporate  bonds. 
[IAS  19.78] 

The  amount  of  the  discount  "unwound"  each  year  should  be  recognised  as  an  interest 
expense  in  profit  or  loss. 

7.3.2  Movements  during  the  period 

An  entity  is  required  to  recognise  a  defined  benefit  liability  or  asset  at  the  end  of  each 
reporting  period  in  the  statement  of  financial  position.  This  amount  should  be  based  on  the 
present  value  of  the  defined  benefit  obligation,  as  described  above,  plus  any  unrecognised 
actuarial  gains  or  minus  any  unrecognised  actuarial  losses,  less  the  fair  value  of  the  plan 
assets  and  any  past  service  cost  not  yet  recognised  (see  below).  The  treatment  for  actuarial 
gains  and  losses  is  described  below.  The  movement  in  the  period  between  the  opening  and 
closing  balances  for  these  represent: 
[IAS  19.54] 

■  the  current  service  cost,  which  is  the  cost  associated  with  providing  an  employee  with 
an  additional  year's  retirement  benefit  as  a  result  of  a  providing  an  additional  year's 
service; 

■  the  interest  cost,  this  is  the  unwinding  of  the  discount  factor,  recognising  that  the 
retirement  benefit  obligation  is  one  year  nearer  to  payment; 

■  the  return  achieved  on  investing  the  plan  assets; 

■  contributions  paid  by  the  employing  entity;  and 

■  retirement  pension  benefits  paid  out. 

A  summary  of  the  impact  of  these  movements  on  the  defined  benefit  obligation  and  plan 
assets  each  period  is  set  out  below  in  a  table.  The  table  also  highlights  the  impact  on  profit  or 
loss.  [IAS  19.61] 


Present  value  of 
defined  benefit 
obligation 

Fair  value  of  plan 
assets 

Impact  on  profit  or 
loss 

Current  service  cost 

Increase  liability 

Expense 

Interest  cost 

Increase  liability 

Interest  expense 
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Present  value  of 
defined  benefit 
obligation 

Fair  value  of  plan 
assets 

Impact  on  profit  or 
loss 

Return  on  plan 
assets 

Increase  asset 

Recognise  the 
expected  return  on 
assets  as  income 

Contributions  paid 

Increase  asset 

Retirement  and 
benefits  paid 

Decrease  liability 

Decrease  asset 

7.3.3  Variations  in  actuarial  assumptions 

Because  actuarial  techniques  involve  so  many  estimates  about  the  future,  it  is  likely  that 
revisions  will  have  to  be  made  to  those  estimates  in  subsequent  accounting  periods. 
Allowances  made  in  initial  estimates  for  employee  turnover,  early  retirement,  future  salary 
increases,  the  discount  rate  and  investment  returns  on  plan  assets  all  need  to  be  revised  in 
the  light  of  subsequent  experience.  These  reviews  may  result  in  an  increase  in  the  defined 
benefit  obligation  over  what  was  previously  estimated,  termed  an  'actuarial  loss',  or  a 
decrease,  termed  an  'actuarial  gain'.  [IAS  19.7] 

These  differences  form  part  of  the  movement  between  the  opening  and  closing  figures  in 
respect  of  defined  benefit  plans  in  the  statement  of  financial  position. 

The  largest  difference  is  likely  to  be  that  between  the  expected  investment  return  on  the  plan 
assets  and  the  actual  return  made  during  the  period.  Expected  returns  will  be  based  on  the 
long-term  estimated  performance  of  the  investments. 

IAS  19  requires  the  expected  returns  on  the  plan  assets,  rather  than  the  actual  returns,  to  be 
reported  in  profit  or  loss  each  period  to  avoid  potential  volatility  that  might  otherwise  result. 

There  are  several  ways  in  which  actuarial  gains  and  losses  may  be  recognised:  [IAS  19.92, 
19.93,  19. 93A] 

■  recognise  them  in  profit  or  loss  as  they  arise 

■  recognise  them  as  they  arise  in  other  comprehensive  income  (this  method  results 
from  an  amendment  to  IAS  19  to  permit  a  similar  recognition  treatment  for 
actuarial  gains  and  losses  to  that  set  out  in  the  UK  pensions  standard  FRS  17 
Retirement  benefits).  The  actuarial  gains  and  losses  and  any  related  adjustments 
that  have  been  recognised  in  other  comprehensive  income  should  be  recognised 
in  retained  earnings  and  should  not  be  subsequently  reflected  in  profit  or  loss  of 
later  periods;  or 

■      recognise  some  of  them  in  profit  or  loss  over  the  average  remaining  working  lives 
of  the  employees  who  are  members  of  the  plan. 

Under  the  third  alternative  the  amount  to  be  recognised  is  calculated  by  carrying  out  the 
following  steps: 

■  assess  which  is  greater,  the  opening  figure  for  the  present  value  of  the  retirement 
benefit  obligation  or  the  opening  figure  for  the  fair  value  of  the  plan  assets; 

■  whichever  amount  is  greater,  multiply  by  1 0%.  This  is  known  as  the  'corridor'; 

■  compare  this  amount  with  the  amount  of  actuarial  gains  and  losses  that  the  entity  has 
not  yet  recognised; 
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■  if  the  amount  not  recognised  is  less  than  the  'corridor'  amount,  the  entity  does  not 
need  to  do  anything; 

■  if  the  amount  not  recognised  is  more  than  the  'corridor',  the  entity  needs  to  release 
the  excess  to  profit  or  loss;  and 

■  the  minimum  amount  that  should  be  released  each  period  is  the  excess  divided  by 
the  expected  remaining  working  lives  of  the  employees  who  are  members  of  the  plan. 

Because  the  corridor  is  calculated  by  reference  to  the  opening  figures  for  the  obligation/plan 
assets,  recognition  of  the  excess  commences  in  the  period  after  the  actuarial  gains/losses 
arise. 


Illustration  3 

An  entity  set  up  a  defined  benefit  pension  plan  for  the  benefit  of  its  employees  during  the 
year.  The  fair  value  of  the  scheme  assets  at  the  end  of  the  reporting  period  is  CU23,000 
and  the  present  value  of  the  scheme  liabilities  is  CU1 5,000.  An  actuary  has  provided  the 
following  analysis  in  the  movement  of  the  net  pension  asset: 

CU 
Net  pension  asset  at  start  of  year 

Contributions  paid  to  plan  20,000 

Expected  return  on  pension  assets  2,000 

Interest  on  scheme  liabilities  (1 ,000) 

Current  service  cost  (16,000) 

Unrecognised  actuarial  gain  3,000 

Net  pension  asset  at  end  of  year  (CU23,000  less  CU1 5,000)  8,000 

The  unrecognised  actuarial  gain  is  deferred  in  the  statement  of  financial  position,  so  the 
amount  presented  as  the  net  pension  asset  in  the  financial  statements  is  CU5,000  (CU8,000 
less  deferred  gain  of  CU3,000). 

The  net  amount  recognised  in  profit  or  loss  for  the  year  will  be  CU15,000  (CU16,000  plus 
CU1, 000  less  CU2, 000). 

The  corridor  is  CU2,300  (being  10%  of  CU23,000).  As  the  unrecognised  actuarial  gain  is 
greater  than  the  corridor  it  will  be  released  to  profit  or  loss  from  the  following  year.  If  the 
remaining  working  lives  of  the  employees  is  14  years,  the  minimum  amount  recognised  in 
profit  or  loss  in  the  forthcoming  year  is  CU50  ((CU3,000  less  CU2,300)/14) 


7.4  Sundry  considerations 

IAS  19  does  not  include  a  specific  timing  or  a  minimum  frequency  for  the  formal  re- 
determination of  the  defined  benefit  obligation  and  the  plan  assets.  Instead,  they  should  be 
reviewed  with  sufficient  regularity  to  ensure  that  their  carrying  amounts  do  not  differ  materially 
from  those  which  would  have  been  determined  had  the  re-determination  been  carried  out  on 
the  last  day  of  the  reporting  period.  [IAS  19.56] 

If  the  amount  recognised  in  the  statement  of  financial  position  results  in  a  defined  benefit 
asset  being  reported,  this  should  be  restricted  where  the  entity  cannot  fully  recover  the 
surplus  through  a  refund  or  reduced  contributions  in  future  periods.  [IAS  19.58,  19.58A] 

7.4.1  Past  service  costs 

An  entity  may  change  the  benefits  payable  under  a  defined  benefit  plan,  for  example  by 
increasing  the  percentage  of  final  salary  that  is  used  in  the  calculation  of  an  employee's 
retirement  benefits.  Where  such  a  change  is  made,  it  may  impact  the  cost  that  has  been 
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recognised  in  profit  or  loss  in  relation  to  an  employee's  services  already  performed.  An 
amount  should  therefore  be  recognised  in  profit  or  loss  on  a  straight-line  basis  over  the 
average  period  remaining  before  the  benefits  vest,  for  the  additional  amount  in  relation  to  the 
services  already  performed.  If  any  benefits  have  already  vested  (i.e.  they  are  not  conditional 
on  an  employee's  continuing  employment)  then  the  additional  expense  should  be  recognised 
immediately.  [IAS  19.96] 

7.4.2  Curtailments  and  settlements 

A  curtailment  in  a  defined  benefit  plan  occurs  when  there  is  a  significant  reduction  in  the 
number  of  employees  who  are  members  of  the  plan  or  where  employees'  future  services  will 
not  substantially  increase  the  benefits  payable  under  the  plan.  Where  such  changes  arise,  the 
effect  of  the  curtailment  should  be  reported  when  it  occurs.  [IAS  19.109] 

A  settlement  occurs  when  an  entity  enters  into  a  transaction  that  removes  all  future 
obligations  under  part  of  the  defined  benefit  plan.  An  example  of  a  settlement  is  where  a  lump 
sum  is  provided  to  the  members  of  the  plan  but  no  further  benefits  will  be  received  under  it. 
Where  a  settlement  is  made,  it  should  be  accounted  for  as  it  takes  place.  [IAS  19.109] 

An  entity  should  remeasure  the  defined  benefit  obligation  immediately  before  the  effect  of  a 
curtailment  or  settlement  is  calculated.  [IAS  19.110] 

The  gain  or  loss  arising  on  a  settlement  or  curtailment  should  be  calculated  by  assessing  the 
impact  on  the  present  value  of  the  defined  benefit  obligations,  the  impact  on  plan  assets  and 
the  effect  on  any  deferred  amounts  in  relation  to  the  plan.  [IAS  19.109] 

7.4.3  Minimum  funding  requirements  and  the  limit  on  a  defined  benefit  asset 

IFRIC  14  IAS  19  -  The  Limit  on  a  defined  benefit  asset,  minimum  funding  requirements  and 
their  interaction  was  published  to  address  the  significantly  different  practices  that  entities  were 
following  in  their  treatment  of  the  effect  of  a  minimum  funding  requirement  on  the  amount  of  a 
defined  benefit  asset  recognised.  IFRIC  14  is  applicable  for  periods  beginning  on  or  after  1 
January  2008. 

Minimum  funding  requirements  are  used  by  many  national  jurisdictions  to  ensure  that  there  is 
a  minimum  level  of  contributions  that  are  paid  into  defined  benefit  plans  over  a  specified 
period  of  time.  Such  requirements  may  therefore  stop  an  entity  from  reducing  future 
contributions  into  a  defined  benefit  plan. 

The  terms  and  conditions  of  a  defined  benefit  plan,  or  statute,  will  set  out  whether  a  refund  or 
a  reduction  in  future  contributions  is  possible. 

A  refund  can  only  be  made  to  an  entity,  and  hence  an  asset  recognised,  from  a  defined 
benefit  plan  if  the  entity  has  an  unconditional  right  to  it  during  the  life  of  the  plan.  An 
unconditional  right  does  not  exist  if  the  refund  of  a  surplus  is  dependent  on  the  outcome  of 
future  events.  The  entity  should  recognise  the  refund  as  an  asset  based  on  the  amount  of  the 
surplus  at  the  end  of  the  reporting  period;  this  is  the  difference  between  the  fair  value  of  the 
plan  assets  and  the  present  value  of  the  defined  benefit  obligation. 

If  there  is  no  minimum  funding  requirement,  an  entity  may  gain  economic  benefits  from  the 
reduction  in  future  contributions.  These  should  be  measured  as  the  lower  of  the  surplus  in 
the  plan  and  the  present  value  of  the  future  service  cost  to  the  entity  over  the  shorter  of  the 
expected  life  of  the  plan  and  the  expected  life  of  the  entity.    The  future  service  cost  to  an 
entity  excludes  any  contribution  that  will  be  made  by  the  employees. 

If  there  is  a  minimum  funding  requirement,  then  the  economic  benefits  arising  from  the 
reduction  in  future  contributions  may  be  restricted.  This  is  because  the  effect  of  the  minimum 
funding  contribution  in  respect  of  future  benefits  payable  is  deducted  from  the  estimated 
future  service  cost  in  each  year. 
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If  an  entity  has  an  existing  obligation  under  a  minimum  funding  requirement  in  respect  of 
services  already  provided  by  employees,  then  a  liability  should  be  recognised  when  the 
obligation  arises,  assuming  that  the  entity  is  not  permitted  to  receive  a  refund  or  reduction  in 
contributions  in  the  future. 

7.5  Disclosure  and  presentation  of  defined  benefit  plans 

A  number  of  detailed  disclosures  should  be  presented  where  an  entity  has  a  defined  benefit 
plan,  including  a  general  description  of  the  plan  and  the  entity's  accounting  policy  for 
recognising  actuarial  gains  and  losses.  [IAS  19.120] 

A  reconciliation  of  assets  and  liabilities  recognised  in  the  statement  of  financial  position  in 
relation  to  a  defined  benefit  plan  should  be  presented.  The  reconciliation  should  include  the 
present  value  of  the  defined  benefit  obligation  split  between  schemes  funded  and  unfunded, 
the  fair  value  of  the  plan  assets  for  funded  schemes,  the  net  actuarial  gains  and  losses  and 
past  service  costs  not  yet  recognised,  any  scheme  surplus  that  has  not  been  recognised  and 
any  separately  classified  reimbursement  assets  recognised.  [IAS  19.120] 

Disclosure  of  the  fair  value  of  the  plan  assets  which  comprise  an  entity's  own  financial 
instruments  should  be  presented,  and  property  or  other  assets  used  by  the  entity  should  be 
identified.  [IAS  19.120] 

A  reconciliation  of  the  movement  in  the  net  defined  benefit  asset  or  liability  recognised  in  the 
statement  of  financial  position  should  be  disclosed,  and  the  amounts  reflected  in  profit  or  loss 
for  the  period  should  be  presented  separately  for: 

■  "current  service  costs; 

■  interest  cost; 

*  expected  return  on  assets; 

■  expected  return  on  reimbursement  rights  recognised; 

*  actuarial  gains  and  losses; 

*  past  service  costs;  and 

■  the  effect  of  any  curtailments  or  settlements  ". 

The  entity  should  also  disclose  the  actual  return  on  plan  assets  and,  where  the  entity  has 
separately  identified  reimbursements,  the  return  on  these  should  also  be  disclosed. 
[IAS  19.120] 

The  principal  actuarial  assumptions  should  be  clearly  identified  and  explained;  this  should 
include  the  discount  rate,  the  expected  return  on  plan  assets  (including  separate 
reimbursement  assets),  expected  salary  increases,  expected  increases  in  medical  costs  and 
any  other  significant  assumptions  made.  [IAS  19.120] 


THE  INSTITUTE 


Chapter  1 7  -  Employee  Benefits  PI  of  chartered 

Page  233  S  accountants 


IN  ENGLAND  AND  WALES 


8  Sundry  Matters  Involving  Long-term  Employment  Benefits 

8.1  Multi-employer  plans 

A  multi-employer  plan  is  where  several  entities  pool  contributed  assets  and  use  that  pool  to 
provide  for  future  retirement  obligations  of  the  employees  of  all  the  pooling  entities.  The 
general  requirement  is  that  an  entity  should  recognise  a  multi-employer  plan  in  accordance 
with  the  nature  of  the  plan.  [IAS  19.7,  19.29] 

If  the  multi-employer  plan  is  a  defined  benefit  plan,  then  each  entity  should  recognise  its 
share  of  the  plan's  assets,  liabilities  and  expenses  and  make  the  full  disclosures  required  for 
such  a  plan.  [IAS  19.29] 

If  it  is  not  possible  to  split  the  assets,  liabilities  and  costs  in  a  multi-employer  defined  benefit 
plan  between  the  participating  entities,  then  an  entity  should  account  for  its  contributions  into 
the  plan  as  if  it  were  a  defined  contribution  plan.  An  entity  should  clearly  explain  this  fact. 
[IAS  19.30] 

An  amendment  was  made  to  IAS  1 9  following  the  lASB's  concern  that  some  entities  were  not 
implementing  the  requirements  for  multi-employer  defined  benefit  plans  correctly.  The 
amendment  sets  out  specific  guidance  for  entities  in  a  single  group  that  are  participating  in  a 
defined  benefit  plan  that  shares  risks  between  entities  under  common  control  (ie  the  parent 
and  its  subsidiaries).  Such  a  plan  shall  not  be  treated  as  a  multi-employer  plan,  and  entities 
are  required  to  obtain  information  about  the  plan  as  a  whole  measured  in  accordance  with 
IAS  19  using  assumptions  applicable  to  the  plan  as  a  whole.  [IAS  19.34,  19.34A] 

8.2  State  plans 

IAS  19  sets  out  that  a  state  plan  operated  by  national  or  local  government  should  be 
accounted  for  as  if  it  is  a  multi-employer  plan.  [IAS  19.36] 


9  Other  Long-term  Employee  Benefits 

Other  long-term  employee  benefits  are  defined  as  "employee  benefits  (other  than  post 
retirement  benefit  plans  and  termination  benefits)  which  do  not  fall  due  wholly  within  twelve 
months  after  the  end  of  the  period  in  which  the  employees  render  the  service".  [IAS  19.7] 

Examples  of  other  long-term  employee  benefits  include  long-term  disability  benefits  and  paid 
sabbatical  leave. 

Although  such  long-term  benefits  have  many  of  the  attributes  of  a  defined  benefit  pension 
plan,  they  are  not  subject  to  the  same  level  of  uncertainty.  As  a  consequence,  the  accounting 
treatment  adopted  is  a  simplified  version  of  that  for  a  defined  benefit  plan.  For  example, 
actuarial  gains  and  losses  are  recognised  immediately,  as  are  any  past  service  costs. 
[IAS  19.128,  19.129] 
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10  Termination  Benefits 

Termination  benefits  are  employee  benefits  payable  on  the  termination  of  employment, 
through  voluntary  redundancy  or  as  a  result  of  a  decision  made  by  the  employer  to  terminate 
employment  before  the  normal  retirement  date.  Where  voluntary  redundancy  has  been 
offered,  the  entity  should  measure  the  benefits  based  on  an  expected  level  of  take-up.  If, 
however,  there  is  uncertainty  about  the  number  of  employees  who  will  accept  the  offer,  then 
there  may  be  a  contingent  liability,  requiring  disclosure  under  IAS  37  Provisions,  contingent 
liabilities  and  contingent  assets.  [IAS  19.7,  19.140] 

An  entity  should  recognise  a  termination  benefit  when  it  has  made  some  form  of  commitment 
to  end  the  employment.  [IAS  19.133] 

Such  a  commitment  will  exist  where,  for  example,  the  entity  has  a  detailed  formal  plan  for  the 
termination  and  it  cannot  realistically  withdraw  from  that  commitment.  [IAS  19.134] 


Illustration  4 

The  directors  of  an  entity  met  on  23  July  2007  to  discuss  the  need  to  decrease  costs  by 
reducing  the  number  of  employees.  On  17  August  2007  they  met  again  to  agree  a  plan.  On 
6  September  2007  other  members  of  the  management  team  were  informed  of  the  plan.  On  7 
October  2007  the  plan  was  announced  to  the  employees  affected  and  implementation  of  the 
formalised  plan  began. 

The  entity  should  only  recognise  the  liability  for  the  termination  benefits  when  it  is 
demonstrably  committed  to  terminate  the  employment  of  those  affected.  This  occurred  on  7 
October  2007  when  the  formal  plan  was  announced  such  that  there  is  no  realistic  chance  of 
withdrawal. 


1 1  Share-based  Payment  Transactions 
11.1  Objectives,  scope  and  definitions  of  IFRS  2 

IFRS  2  Share-based  payment  sets  out  how  share-based  payment  transactions  should  be 
recognised  and  measured  in  an  entity's  financial  statements.  A  share-based  payment 
transaction  is  one  in  which  the  entity  transfers  equity  instruments  (such  as  shares  or  share 
options)  in  exchange  for  goods  and  services  supplied  by  employees  or  third  parties. 
IFRS  2  applies  to  all  types  of  share-based  payment  transactions,  except  where  another 
international  standard  deals  more  specifically  with  the  transaction.  For  example,  equity 
instruments  that  are  issued  by  an  entity  in  exchange  for  control  of  a  business  are  not  within 
the  scope  of  IFRS  2  and  should  instead  be  accounted  for  in  accordance  with  IFRS  3  Business 
combinations.  [IFRS  2.5] 

A  share-based  payment  transaction  is  one  where  an  entity  receives  goods  or  services  in 
exchange  for  its  own  equity  instruments  or  incurs  a  liability  for  them  which  is  measured  by 
reference  to  its  own  equity  instruments.  [IFRS  2,  Appendix  A] 

The  three  specific  types  of  transaction  covered  are:  [IFRS  2.2] 

■  equity-settled  share-based  payment  transactions:  this  is  where  the  entity  issues,  for 
example,  shares,  in  exchange  for  the  receipt  of  goods  or  services; 

■  cash-settled  share-based  payment  transactions:  this  is  where  the  entity  pays,  for 
example,  cash  to  a  value  based  on  the  entity's  share  price,  in  exchange  for  the 
receipt  of  goods  or  services;  and 
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■      transactions  in  good  or  services  when  either  the  entity  acquiring  them  or  the  supplier 
of  them  has  the  choice  of  the  form  in  which  settlement  for  goods  and  services 
received  should  take  place,  i.e.  either  cash  to  be  paid  to  a  value  based  on  the  entity's 
share  price  or  shares  in  the  entity  to  be  issued. 

The  rest  of  this  chapter  deals  specifically  with  share-based  payment  transactions  that  have 
been  entered  into  as  a  form  of  employee  benefit. 

11.2  Recognition  and  measurement 

The  overall  principle  of  IFRS  2  is  that  an  expense  should  be  recognised  in  profit  or  loss  for  the 
period  in  which  an  entity  receives  the  goods  or  services  which  form  part  of  a  share-based 
payment  transaction.  [IFRS  2.8] 

The  amount  recognised  for,  say,  share  options  granted  in  return  for  employee  services 
received,  is  based  on  the  number  of  options  that  the  employee  will  eventually  be  entitled  to. 
This  is  known  as  the  number  of  options  that  vest. 

An  initial  estimate  of  the  number  of  share  options  that  will  vest  is  made  and  is  then  revised 
annually  for  subsequent  information.  An  entity  will  make  a  final  adjustment  to  this  estimate  on 
the  date  that  the  options  finally  vest,  so  that  the  total  number  of  share  options  recognised  in 
the  financial  statements  equals  the  number  that  actually  vest. 

11.2.1  Equity-settled  share-based  payment  transactions 

The  primary  objective  for  equity-settled  share-based  payment  transactions  is  to  account  for 
the  employee  services  received  in  exchange  for  the  issue  of  equity  instruments,  such  as 
shares  or  options.  Such  transactions  should  be  treated  consistently  with  other  issues  of 
equity  instruments,  by  recognising  the  fair  value  of  the  services  received  as  an  increase  in 
equity.  [IFRS  2.10] 

It  is  not  generally  possible  to  value  the  specific  services  received  from  an  employee  in  return 
for,  say,  the  grant  of  a  share  option,  and  therefore  the  fair  value  of  the  share  option  granted 
should  be  used  instead.  The  granting  of  a  share  option  is  the  giving  of  a  right  to  a  share 
option.  The  fair  value  of  the  share  option  should  be  measured  at  the  'grant  date';  this  is  the 
date  that  the  employee  and  the  employer  enter  into  the  share-based  payment  arrangement. 
The  right  to  the  share  option  is  provided  at  grant  date,  provided  that  the  employee  provides 
his  or  her  services  for  the  specified  period  of  time,  or  other  conditions  are  met. 

11.2.2  Cash-settled  share-based  payment  transactions 

A  cash-settled  share-based  payment  transaction  is  one  where,  for  example,  an  employee  is 
promised  a  cash  reward  based  on  the  future  movement  of  the  entity's  share  price.  For  such 
transactions,  the  employee's  services  received  by  the  entity  and  the  corresponding  liability 
incurred  should  be  measured  at  the  fair  value  of  the  liability.  The  entity  should  remeasure  the 
liability  at  each  reporting  date  and  at  the  date  the  liability  is  settled.  [IFRS  2.30] 

Changes  in  the  liability  should  be  recognised  directly  in  profit  or  loss.  The  services  received 
by  the  entity  and  the  liability  to  pay  for  those  services  are  recognised  as  the  employee's 
services  are  provided.  [IFRS  2.30] 

11.2.3  Share-based  payment  transactions  -  cash-settled  or  equity-settled 

Where  either  the  entity  or  the  employee  has  a  choice  of  issuing  shares  or  paying  cash  in 
return  for  the  provision  of  the  employees'  services,  the  entity  shall  recognise  a  liability  if  it 
determines  that  it  has  an  obligation  to  settle  the  liability  in  cash.  If  on  settlement  the  entity 
issues  shares  rather  than  by  paying  in  cash  then  the  value  of  the  liability  should  be 
transferred  to  equity.  [IFRS  2.34] 
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11.2.4  Fair  value  measurement 

IFRIC  8  Scope  of  IFRS  2  Share-based  payment  provides  guidance  on  the  accounting  for 
share-based  payment  transactions  when  the  fair  value  of  the  identifiable  goods  or  services 
received  by  an  entity  is  less  than  the  fair  value  of  the  share-based  payment.  Such 
circumstances  may  arise  when,  for  example,  an  entity  provides  shares  to  a  charity  as  a 
donation.  No  identifiable  goods  or  services  are  received  by  the  entity;  instead  the  entity  may 
simply  improve  its  corporate  image  as  a  result  of  the  transaction.  In  such  circumstances,  the 
fair  value  of  the  non-identifiable  goods  or  services  is  measured  as  being  the  difference 
between  the  fair  value  of  the  share-based  payment  and  any  identifiable  goods  and  services 
received  as  part  of  the  transaction. 

11.2.5  Special  purpose  entities 

IAS  19  originally  applied  to  equity  compensation  plans,  however  when  IFRS  2  was  published 
such  plans  fell  under  the  scope  of  this  standard  instead.  SIC  12  Consolidation  -  Special 
purpose  entities  originally  excluded  equity  compensation  plans  from  its  scope  because  they 
were  included  in  IAS  19.  However,  due  to  these  plans  subsequently  being  recognised  under 
IFRS  2  it  was  considered  necessary  to  bring  them  within  the  scope  of  SIC  12. 

The  effect  of  this  is  that  where  an  entity  controls  an  employee  benefit  trust,  or  similar  entity, 
that  has  been  set  up  for  the  purpose  of  share-based  payment  arrangements,  the  trust  will 
need  to  be  consolidated  by  the  entity. 

1 1 .2.6  Group  and  treasury  share  transactions 

IFRIC  1 1  Group  and  treasury  share  transactions  was  published  in  November  2006  to  address 
two  issues  that  are  not  dealt  with  in  IFRS  2.  The  first  issue  surrounds  certain  arrangements 
involving  an  entity's  own  equity  instruments  and  whether  these  are  equity  or  cash-settled 
under  IFRS  2,  and  the  second  deals  with  group  arrangements  involving  equity  instruments  of 
the  parent. 

The  first  issue  is  where  arrangements  are  made  by  an  entity  to  grant  rights  to  its  equity 
instruments,  such  as  share  options,  to  its  employees,  and  the  equity  instruments  (e.g.  the 
shares)  required  to  settle  the  obligation  to  the  employees  are  to  be  acquired  from  the 
shareholders  of  the  entity,  or  by  buying  equity  instruments  from  another  party.  IFRIC 
concluded  that  such  transactions  should  be  recognised  as  equity-settled,  since  the  entity  is 
entering  a  share-based  payment  transaction  in  which  it  is  receiving  services  as  consideration 
for  its  own  shares.  Such  transactions  are  required  to  be  treated  as  equity  settled  regardless 
of  whether  the  rights  to  the  equity  instruments  were  granted  by  the  entity  or  its  shareholders, 
and  regardless  of  whether  the  equity  instruments  were  settled  by  the  entity  or  its 
shareholders. 

The  second  issue  addresses  where  share-based  payment  arrangements  involve  two  or  more 
entities  in  the  same  group.  The  Interpretation  specifically  addresses  how  to  recognise  such 
transactions  in  the  financial  statements  of  the  subsidiary  that  is  receiving  the  services  from 
the  employees  who  have  been  granted  the  equity  instruments. 

Two  specific  scenarios  are  covered  by  the  Interpretation: 

■  the  first  is  where  a  subsidiary  grants  rights  to  equity  instruments  of  its  parent  to  its 
employees,  and  hence  the  subsidiary  retains  the  obligation  to  settle  the  transaction. 
In  such  transactions  the  subsidiary  should  treat  the  transaction  as  cash-settled;  and 

■  the  second  scenario  is  where  a  parent  grants  rights  to  its  equity  instruments  to  the 
employees  of  its  subsidiary,  and  hence  the  parent  retains  the  obligation  to  settle  the 
transaction.  Assuming  the  transaction  is  recognised  as  equity-settled  in  the 
consolidated  financial  statements,  the  subsidiary  will  measure  the  services  received 
from  the  relevant  employees  based  on  the  transaction  being  recognised  as  equity- 
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settled.  The  subsidiary  will  recognise  this  amount  in  equity  as  a  capital  contribution 
from  its  parent. 

An  employee  may  move  between  group  entities,  in  which  case  each  subsidiary 
should  measure  its  cost  based  on  the  portion  of  the  relevant  service  it  has  received. 

11.3  Disclosure  requirements 

An  entity  is  required  to  make  a  number  of  disclosures  in  relation  to  share-based  payment 
transactions  that  it  has  entered  into  in  the  period,  to  provide  users  of  the  financial  statements 
with  sufficient  information  to  be  able  to  understand  the  impact  of  such  transactions  on  the 
financial  statements.  IFRS  2.44] 

The  disclosure  requirements  are  split  into  three  main  areas: 

■  the  nature  and  extent  of  any  share-based  payment  arrangements  that  existed  during 
the  period.  This  information  should  include,  for  example,  a  description  of  each 
arrangement  and  details  as  to  the  number  of  share  options  that  have  been  granted, 
expired,  are  still  outstanding  and  have  been  exercised,  i.e.  converted  into  shares; 
[IFRS  2.45] 

■  how  the  fair  value  of  goods  and  services  received  or  the  fair  value  of  the  equity 
instruments  granted  has  been  determined;  [IFRS  2.46]  and 

■  the  effect  of  share-based  payment  transactions  on  the  entity's  profit  or  loss  for  the 
period  and  on  its  financial  position,  for  example  the  liabilities  recognised  in  respect  of 
such  transactions.  [IFRS  2.50] 


12  Chapter  Review 

There  are  many  forms  of  employee  benefits  that  an  entity  can  provide  to  its  employees.  The 
accounting  requirements  for  such  transactions  have  been  explained  in  this  chapter.  The 
accounting  for  some  employee  benefits,  for  example  defined  benefit  plans,  can  be  complex. 
Nonetheless,  both  IAS  19  and  IFRS  2  offer  a  consistent,  fair-value  approach  to  the 
measurement  and  recognition  of  employee  benefits. 

In  particular  this  chapter  has  dealt  with  the: 

■  various  forms  of  employee  benefits; 

■  important  distinctions  between  short  and  long-term  benefits; 

■  the  distinction  between  a  defined  contribution  and  a  defined  benefit  plan,  and  how 
each  is  accounted  for;  and 

■  the  accounting  and  disclosure  requirements  for  share-based  payment  transactions  as 
set  out  in  IFRS  2. 
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1 3  Self  Test  Questions 
Chapter  17 

1 .  According  to  IAS19  Employee  benefits,  which  ONE  of  the  following  terms 

best  describes  benefits  which  are  payable  as  a  result  of  an  entity's  decision  to 
end  an  employee's  employment  before  the  normal  retirement  date? 

A  Post-employment  benefits 

B  Defined  contribution  plans 

C  Termination  benefits 

D  Defined  benefit  plans 


According  to  IAS19  Employee  benefits,  which  ONE  of  the  following 
statements  best  describes  'other  long-term  employee  benefits'? 

A  Benefits  not  falling  due  wholly  within  twelve  months  of  the  end  of  the 

period  in  which  the  service  is  rendered 
B  Benefits  which  fall  due  within  twelve  months  of  the  end  of  the  period  in 

which  the  service  is  rendered 
C  Benefits  payable  as  a  result  of  an  entity's  decision  to  end  an 

employee's  employment  before  the  normal  retirement  date 
D  Benefits  which  are  payable  after  completion  of  employment 


Should  the  following  items  be  included  in  plan  assets,  according  to  IAS19 
Employee  benefits? 

(1)  Assets  held  by  a  long-term  employee  benefit  fund. 

(2)  Qualifying  insurance  policies. 

Item  (1)         Item  (2) 

A  No  No 

B  No  Yes 

C  Yes  No 

D  Yes  Yes 
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Under  which  category  should  the  following  items  be  accounted  for  according 
to  IAS  19  Employee  benefits? 

(1)  Lump  sum  benefit  of  1%  of  the  final  salary  for  each  year  of  service. 

(2)  Actuarial  gains. 

A  Lump  sum  benefit  should  be  accounted  for  under  defined  benefit 

plans 
Actuarial  gains  should  be  accounted  for  under  defined  benefit  plans 

B  Lump  sum  benefit  should  be  accounted  for  under  short  term  employee 

benefits 
Actuarial  gains  should  be  accounted  for  under  defined  benefit  plans 

C  Lump  sum  benefit  should  be  accounted  for  under  defined  benefit 

plans 

Actuarial  gains  should  be  accounted  for  under  defined  contribution 
plans 

D  Lump  sum  benefit  should  be  accounted  for  under  short  term  employee 

benefits 

Actuarial  gains  should  be  accounted  for  under  defined  contribution 
plans 


The  Palu  Company  has  issued  a  range  of  share  options  to  employees.  In 
accordance  with  IFRS2  Share-based  payment,  what  type  of  share-based 
payment  transaction  does  this  represent? 

A  Asset-settled  share-based  payment  transaction 

B  Equity-settled  share-based  payment  transaction 

C  Cash-settled  share-based  payment  transaction 

D  Liability-settled  share-based  payment  transaction 


In  accordance  with  IFRS2  Share-based  payment,  how,  if  at  all,  should  an 
entity  recognise  the  change  in  the  fair  value  of  the  liability  in  respect  of  a 
cash-settled  share-based  payment  transaction? 

A  Should  not  recognise  in  the  financial  statements  but  disclose  in  the 

notes  thereto 
B  Should  recognise  in  the  statement  of  changes  in  equity 

C  Should  recognise  in  other  comprehensive  income 

D  Should  recognise  in  profit  or  loss 
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7.  Under  IFRS2  Share-based  payment,  in  which  ONE  of  the  following  will  a 

cash-settled  share-based  payment  give  rise  to  an  increase? 

A  A  current  asset 

B  A  non-current  asset 

C  Equity 

D  A  liability 


8.  Are  the  following  statements  about  a  cash-settled  share-based  payment 

transaction  true  or  false,  according  to  IFRS2  Share-based  payment? 

(1)  The  fair  value  of  the  liability  should  be  remeasured  at  the  end  of  each 
reporting  period. 

(2)  The  fair  value  of  the  liability  should  be  remeasured  at  the  date  of 
settlement. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Are  the  following  statements  about  share  options  granted  to  employees  in 
exchange  for  their  services  true  or  false,  according  to  IFRS2  Share-based 
payment? 

(1)  The  services  received  should  be  measured  at  the  fair  value  of  the 
employees'  services. 

(2)  Fair  value  should  be  measured  at  the  date  the  options  vest. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 
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10.        The  Taupo  Company  has  entered  into  a  contract  with  The  Galilee  Company. 

Galilee  will  supply  Taupo  with  a  range  of  services.  The  payment  for  those 
services  will  be  in  cash  and  based  upon  the  price  of  Taupo's  ordinary  shares 
on  completion  of  the  contract. 

In  accordance  with  IFRS2  Share-based  payment,  what  type  of  share-based 
payment  transaction  does  this  represent? 

A  Asset-settled  share-based  payment  transaction 

B  Liability-settled  share-based  payment  transaction 

C  Cash-settled  share-based  payment  transaction 

D  Equity-settled  share-based  payment  transaction 


1 1 .        The  White  Company  set  up  a  defined  benefit  post-employment  plan  with 
effect  from  1  January  20X7.  In  the  first  year  the  expected  return  on  plan 
assets  was  CU5,000,  the  actual  return  on  plan  assets  was  CU4,000,  the 
current  service  cost  was  CU12,000  and  White's  contributions  paid  into  the 
plan  were  CU7,500. 

What  is  the  net  expense  to  be  recognised  in  profit  or  loss  for  the  year  ended 
31  December  20X7,  according  to  IAS19  Employee  benefits? 

A  CU8.000 

B  CU3.500 

C  CU7.000 

D  CU2.500 


12.        The  Wheat  Company  has  a  12-month  accounting  period  ending  31 
December. 

On  1  April  20X8  it  introduced  a  new  contractual  bonus  scheme  covering  the 
year  to  31  March  each  year.  It  is  reasonably  anticipated  that  the  bonuses  for 
the  year  to  31  March  20X9  will  amount  to  CU9,000. 

According  to  IAS19  Employee  benefits,  what  liability  for  bonuses  should  be 
recorded  at  31  December  20X8? 


A 

CU2.250 

B 

Nil 

C 

CU6.750 

D 

CU9.000 
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13.        The  Tuarua  Company  operates  a  defined  benefit  post-employment  plan  and 
recognises  actuarial  gains/losses  in  profit  or  loss  under  the  corridor  approach. 

At  1  January  20X7  the  plan  assets  were  CU800,000,  the  defined  benefit 
obligation  was  CU900,000  and  the  unrecognised  actuarial  losses  were 
CU120,000.  During  the  year  ended  31  December  20X7  actuarial  gains  of 
CU15,000  arose.  The  average  remaining  working  lives  of  participating 
employees  was  20  years  at  both  1  January  and  31  December  20X7. 

What  are  the  actuarial  losses  to  be  recognised  in  profit  or  loss  by  Tuarua  for 
the  year  ended  31  December  20X7,  according  to  IAS19  Employee  benefits? 

A  CU1, 500 

B  CU1.250 

C  CU2.000 

D  CU750 


14.        At  its  year  end,  The  Parlour  Company  has  the  following  balances  in  relation  to 
a  defined  benefit  post-employment  plan: 

Plan  assets  CU1 15,000 

Plan  liability  CU1 90,000 

Unrecognised  actuarial  loss  CU20,000 

Under  IAS19  Employee  benefits,  what  figure  should  be  shown  on  Parlour's 
statement  of  financial  position  for  the  plan  deficit? 

A  CU75.000 

B  CU190.000 

C  CU95.000 

D  CU55.000 


15.        The  Makarangu  Company  operates  a  defined  benefit  post-employment  plan. 
At  31  December  20X7  the  present  value  of  the  defined  benefit  obligation  was 
CU40  million,  the  fair  value  of  the  plan  assets  was  CU10  million,  the 
unrecognised  actuarial  gains  were  CU8  million  and  the  past  service  cost  not 
recognised  was  CU6  million. 

What  is  the  defined  benefit  liability  to  be  recognised  by  Makarangu  at  31 
December  20X7,  according  to  IAS19  Employee  benefits? 


A 

CU16  million 

B 

CU28  million 

C 

CU44  million 

D 

CU32  million 
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Chapter  18 

EVENTS  AFTER  THE  REPORTING  PERIOD 


1  Business  Context 

In  assessing  business  performance,  pertinent  information  sometimes  arises  following  the  cut- 
off date  for  which  financial  statements  are  prepared  that  may  have  important  implications  on 
the  financial  position  and  performance  in  the  year  just  ended.  The  end  of  the  reporting  period 
is  the  cut-off  date,  and  events  that  happen  after  this  point  in  time  should  not  generally  be 
recognised  in  the  financial  statements  of  the  period  just  ended.  However,  information  that 
comes  to  light  after  the  end  of  the  reporting  period  may  provide  additional  information  about 
events  that  actually  occurred  before  the  end  of  the  reporting  period,  and  it  is  then  appropriate 
to  take  it  into  account. 

Financial  statements  should  reflect  the  most  up  to  date  facts  about  events  that  had  occurred 
by  the  end  of  the  reporting  period.  It  is  sometimes  difficult  to  establish  whether  an  event 
happening  after  the  end  of  the  reporting  period  is  new  information  about  an  existing  event  or  a 
new  event. 

Users  should  be  informed  of  significant  events  occurring  after  the  end  of  the  reporting  period, 
such  as  acquisitions.  The  provision  of  such  information  will  help  users  to  understand  the 
impact  on  future  results. 


2  Chapter  Objectives 

This  chapter  deals  with  the  treatment  of  events  that  occur  between  the  end  of  the  reporting 
period  and  the  date  when  the  financial  statements  are  authorised  for  issue. 

On  completion  of  this  chapter  you  should  be  able  to: 

understand  the  objectives  and  scope  of  IAS  10  Events  after  the  reporting  period; 

demonstrate  a  knowledge  of  the  important  terminology  and  definitions  which  relate  to 
the  treatment  of  events  after  the  reporting  period; 

distinguish  between  adjusting  and  non-adjusting  events  after  the  reporting  period; 

demonstrate  a  knowledge  of  the  principal  disclosure  requirements  of  IAS  10;  and 

apply  knowledge  and  understanding  of  IAS  10  in  particular  circumstances  through 
basic  calculations. 

3  Objectives,  Scope  and  Definitions  of  IAS  10 

The  objective  of  IAS  1 0  is  to  provide  guidance  as  to  how  to  deal  with  events  that  occur  after 
the  end  of  the  reporting  period  but  before  the  date  on  which  the  financial  statements  are 
authorised  for  issue  by  the  directors.  These  are  described  as  "events  after  the  end  of  the 
reporting  period".  IAS  10  makes  a  distinction  between  events  that  occur  during  this  period 
which  should  be  adjusted  for  in  the  financial  statements  and  those  that  should  instead  only  be 
disclosed. 

The  process  of  authorising  financial  statements  for  issue  is  not  defined,  as  this  will  depend  on 
the  management  structure  of  the  entity  and  the  legal  requirements  of  the  jurisdiction  in  which 
it  operates. 
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Adjusting  events  are  those  that  provide  evidence  of  conditions  that  existed  at  the  end  of  the 
reporting  period,  whereas  non-adjusting  events  are  those  that  are  indicative  of  conditions  that 
arose  after  the  end  of  the  reporting  period.  [IAS  10.3] 

When  applying  IAS  10,  it  is  critical  to  realise  that  there  are  two  key  questions  that  need  to  be 
answered. 

The  first  is:  did  the  event  occur  before  the  financial  statements  were  authorised  for  issue?  If 
the  event  occurred  after  this  date,  then  it  is  outside  the  scope  of  IAS  1 0. 

The  second  is:  did  the  issue  to  which  the  event  relates  exist  at  the  end  of  the  reporting 
period?  For  example,  if  an  entity  with  a  year  end  of  31  December  discovers  in  the  following 
February  that  a  customer  has  gone  into  liquidation,  this  provides  additional  evidence 
regarding  the  recoverability  of  an  asset  recognised  at  31  December. 


4  Overview  of  IAS  1 0 


Did  the  event  occur  between 
the  end  of  the  reporting  period 
and  the  date  on  which  the 
financial  statements  were 
authorised  for  issue? 


No:  outside  the  scope  of 
IAS  10 


Yes:  does  the  event  relate  to  a  condition  that 
existed  as  at  the  end  of  the  reporting  period? 


Yes:  this  is  an  adjusting  event 
and  the  financial  statements 
should  be  adjusted  as 
appropriate 


No:  does  the  event  mean  that 
management  will  have  to 
liquidate  the  entity  or  cease 
trading? 


No:  this  is  a  non-adjusting  event  and 
the  amounts  recognised  in  the 
financial  statements  should  not  be 
changed.  However,  disclosure  should 
generally  be  provided 


THE  INSTITUTE 
OF  CHARTERED 
ACCOUNTANTS 

N  ENGLAND  AND  WALES 


Chapter  1 8  -  Events  After  the  Reporting  Period 

Page  246 


5  Adjusting  Events 

An  entity  should  adjust  the  amounts  recognised  in  the  financial  statements  to  reflect  any 
adjusting  events  that  have  been  identified.  [IAS  10.8] 

IAS  10  provides  a  number  of  specific  examples  of  adjusting  events.  Such  examples  include: 

■  the  settlement  of  an  outstanding  court  case  that  was  provided  for,  or  disclosed  as  a 
contingent  liability,  at  the  period  end.  The  provision  at  the  end  of  the  reporting  period 
should  be  amended  to  reflect  the  actual  settlement  figure,  as  this  provides  additional 
evidence  as  to  the  amount  of  the  provision  as  required  by  IAS  37  Provisions, 
contingent  liabilities  and  contingent  assets.  If  a  contingent  liability  was  initially 
disclosed  at  the  end  of  the  reporting  period,  a  provision  should  now  be  recognised, 
since  the  settlement  provides  information  that  a  present  obligation  which  can  be 
reliably  measured  existed  at  the  end  of  the  reporting  period; 

■  information  received  after  the  end  of  the  reporting  period  about  the  value  or 
recoverability  of  an  asset  recognised  at  the  period  end.  This  might  be  evidence  that 
the  net  realisable  value  for  inventories  was  lower  than  estimated,  in  which  case  the 
inventories  figure  should  be  written  down  accordingly; 

■  the  finalisation  of  bonuses  that  were  payable  at  the  period  end  in  accordance  with 
IAS  19  Employee  benefits;  and 

■  the  discovery  of  fraud  or  errors  which  show  that  amounts  recognised  or  information 
disclosed  at  the  end  of  the  reporting  period  were  incorrect. 


6  Non-adjusting  Events 

An  entity  should  not  adjust  amounts  recognised  in  the  financial  statements  which  reflect  non- 
adjusting  events  that  have  occurred  after  the  end  of  the  reporting  period.  [IAS  10.10] 

Non-adjusting  events  should  instead  be  disclosed  where  the  outcome  of  such  events  would 
influence  the  economic  decisions  made  by  users  of  the  financial  statements.  Where  the 
disclosure  of  such  an  event  is  required,  the  entity  should  provide  details  of  the  nature  of  the 
event  and  an  estimate  of  its  financial  effect,  or  state  that  such  an  estimate  cannot  be  made. 

IAS  1 0  provides  a  number  of  examples  of  non-adjusting  events  that  would  normally  require 
disclosure,  including: 

the  major  purchase  or  disposal  of  assets  such  as  property,  plant  and  equipment  or  a 
subsidiary; 

the  destruction  of  assets  caused  by  a  fire  occurring  after  the  end  of  the  reporting 
period; 

the  announcement  of  a  major  restructuring  plan; 

a  significant  fluctuation  in  foreign  exchange  rates  that  would  affect  amounts  reflected 
in  the  financial  statements; 

significant  changes  in  the  number  of  ordinary  shares  of  the  entity,  perhaps  from  a 
bonus  issue  or  share  split; 

changes  in  tax  rates  that  will  have  a  significant  effect  on  amounts  reported  for  current 
and  deferred  tax  in  accordance  with  IAS  12  Income  taxes; 
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entering  into  major  commitments  or  providing  a  significant  guarantee;  and 

the  commencement  of  litigation  following  an  event  that  happened  after  the  end  of  the 
reporting  period.  This  is  not  recognised  as  a  provision  since  the  entity  did  not  have  an 
obligation  at  the  period  end. 


Illustration  1 

An  entity's  draft  financial  statements  for  the  year  ended  31  December  2007  were  finalised  on 
30  May  2008,  approved  by  the  finance  director  on  7  June  2008,  authorised  for  issue  on  20 
June  2008  and  approved  by  the  shareholders  on  5  July  2008. 

The  following  events  occurred  after  the  end  of  the  reporting  period  (assume  all  amounts  are 
significant  to  the  entity): 

1)  Notification  on  18  Feb  2008  that  a  customer  owing  CU1 00,000  as  at  31  December  2007 
has  gone  into  liquidation.  The  financial  statements  already  include  a  specific  provision  of 
CU20,000  for  this  customer. 

This  is  an  adjusting  event  as  it  provides  more  up  to  date  in  formation  about  a  provision  that 
was  recognised  at  the  end  of  the  reporting  period.  The  provision  should  be  increased  to 
CU1 00,000. 

2)  A  rights  issue  on  6  April  2008  to  raise  CU1 ,500,000  for  an  acquisition. 

This  is  a  disclosable  non-adjusting  event.  The  rights  issue  occurred  after  the  end  of  the 
reporting  period,  but  is  considered  to  be  of  significant  importance  and  should  be  disclosed  in 
the  financial  statements. 

3)  Confirmation  on  28  May  2008  from  the  entity's  insurer  that  they  will  pay  CU500,000  for 
inventories  that  were  destroyed  in  a  fire  on  24  December  2007.  The  entity  had  claimed 
CU650,000  and  recognised  this  as  a  receivable  in  the  financial  statements. 

This  is  an  adjusting  event  since  it  is  in  relation  to  an  asset  that  was  recognised  at  the  end  of 
the  reporting  period.  The  receivable  should  be  reduced  to  CU500,000. 


7  Dividends 

If  dividends  on  equity  shares  have  been  declared  after  the  end  of  the  reporting  period  they  do 
not  meet  the  definition  of  a  liability  and  therefore  cannot  be  recognised  as  a  liability  at  the  end 
of  the  reporting  period.  To  be  recognised  as  a  liability  the  entity  should  have  an  obligation  at 
the  end  of  the  reporting  period.  The  obligation  to  pay  the  dividend  only  arises  when  it  has 
been  declared,  so  it  is  at  this  date,  i.e.  date  of  declaration,  that  a  liability  should  be 
recognised.  Where  dividends  have  been  declared  after  the  end  of  the  reporting  period,  this 
should  be  disclosed  in  the  notes  to  the  financial  statements.  [IAS  10.12] 


Illustration  2 

The  recent  financial  calendar  of  an  entity  with  a  31  December  year  end  has  included  the 

following: 

Authorised  by  Approved  in  annual 

directors  for  issue  general  meeting 

Financial  statements  for  2006  28  February  2007  3  May  2007 

Financial  statements  for  2007  28  February  2008  4  May  2008 
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Dividends  on                  proposed  by 
ordinary  shares              directors 

declared  by                  approved  in  annual 
directors                       general  meeting 

2006  final                        28  Feb  2007 

2007  interim                    31  Aug  2007 
2007  final                        28  Feb  2008 

no 

yes 

no 

yes 

no 

yes 

These  dividends  will  be  dealt  with  in  the  entity 
as  follows: 

r's  fina 

mcial  statements  for  2006,  2007  and  2008 

Financial  statements  for:               2006 

2007 

2008 

2006  final  dividend                        disclosed  in 

the  notes 

charged  to 
statement  of 
changes  in  equity 

— 

2007  interim  dividend                    - 

charged  to 
statement  of 
changes  in  equity 

— 

2007  final  dividend 

disclosed 
in  the  notes 

charged  to 
statement  of 
changes  in  equity 

8  Going  Concern 

Financial  statements  are  usually  prepared  on  what  is  described  as  the  "going  concern"  basis; 
this  assumes  that  the  entity  will  continue  to  operate  for  the  foreseeable  future.  If,  however, 
management  determines  after  the  end  of  the  reporting  period  that  it  intends  to,  or  has  no 
realistic  alternative  but  to,  liquidate  the  entity  or  to  cease  trading,  then  the  financial  statements 
should  not  be  prepared  on  the  going  concern  basis.  [IAS  10.14] 

The  entity  should  instead  adopt  a  basis  of  preparation  that  is  considered  more  appropriate  in 
the  circumstances,  although  no  specific  guidance  is  provided  in  IAS  10.  Disclosure  of  the 
change  in  the  basis  of  preparation  should  be  provided  in  accordance  with  IAS  1  Presentation 
of  financial  statements. 


9  Additional  Disclosure  Requirements 

In  addition  to  disclosures  that  may  arise  from  information  on  non-adjusting  events  or  where 
dividends  have  been  declared  after  the  end  of  the  reporting  period,  an  entity  should  also 
disclose  the  date  when  the  financial  statements  were  authorised  for  issue  and  who  provided 
that  authorisation.  This  date  is  important  because  events  that  occurred  after  it  are  not 
recognised  or  disclosed  in  the  financial  statements.  [IAS  10.17] 

If  subsequent  information  comes  to  light  after  the  end  of  the  reporting  period  about  conditions 
that  existed  at  the  reporting  date,  the  original  disclosures  should  be  updated  to  reflect  this 
new  information.  [IAS  10.19] 
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10  Chapter  Review 

This  chapter  has  dealt  with  the  treatment  of  events  that  occur  after  the  end  of  the  reporting 
period. 

This  chapter  has  covered: 

■  the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  10; 

■  an  overview  of  IAS  1 0; 

■  adjusting  and  non-adjusting  events; 

■  the  recognition  of  dividends;  and 

■  the  going  concern  basis  of  preparation. 
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1 1  Self  Test  Questions 
Chapter  18 

1 .  The  Sarin  Company's  financial  statements  for  the  year  ended  30  April  20X8 

were  approved  by  its  finance  director  on  7  July  20X8  and  a  public 
announcement  of  its  profit  for  the  year  was  made  on  1 0  July  20X8. 

The  board  of  directors  authorised  the  financial  statements  for  issue  on  15  July 
20X8  and  they  were  approved  by  the  shareholders  on  20  July  20X8. 

Under  IAS10  Events  after  the  reporting  period,  after  what  date  should 
consideration  no  longer  be  given  as  to  whether  the  financial  statements  to  30 
April  20X8  need  to  reflect  adjusting  and  non-adjusting  events? 

A  7  July  20X8 

B  10  July  20X8 

C  15  July  20X8 

D  20  July  20X8 


Are  the  following  statements  true  or  false  according  to  IAS10  Events  after  the 
reporting  period? 

(1)  Notes  to  the  financial  statements  should  give  details  of  all  material 
adjusting  events  included  in  those  financial  statements. 

(2)  Notes  to  the  financial  statements  should  give  details  of  material  non- 
adjusting  events  which  could  influence  the  economic  decisions  of 
users. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 
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Are  the  statements  about  the  classification  of  each  of  the  following  events 
after  the  end  of  the  reporting  period  but  before  the  financial  statements  are 
authorised  for  issue  true  or  false,  according  to  IAS10  Events  after  the 
reporting  period? 

(1)  A  decline  in  the  market  value  of  investments  would  normally  be 
classified  as  an  adjusting  event. 

(2)  The  settlement  of  a  long-running  court  case  would  normally  be 
classified  as  a  non-adjusting  event. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

The  Citril  Company's  financial  year  end  was  31  October  20X7.  Between  the 
date  on  which  the  financial  statements  for  this  year  were  completed  and  the 
date  on  which  they  were  due  to  be  authorised  for  issue,  a  number  of  events 
took  place. 

According  to  IAS10  Events  after  the  reporting  period,  which  TWO  of  the 
following  four  events  should  be  classified  as  non-adjusting  events  requiring 
disclosure? 

A  The  Citril  Company  announced  the  discontinuation  of  its  assembly 

operation 
B  The  Citril  Company  entered  into  an  agreement  to  purchase  the 

freehold  of  its  currently  leased  office  buildings 
C  The  Citril  Company  received  CU  150,000  in  respect  of  an  insurance 

claim  measured  in  the  31  October  20X7  financial  statements  at 

CU90.000 
D  A  mistake  was  discovered  in  the  calculation  of  the  allowance  for 

uncollectible  trade  receivables,  leading  to  it  being  understated  in  the 

31  October  20X7  financial  statements  by  CU220,000 
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The  Vittex  Company  is  preparing  its  financial  statements  for  the  year  to  30 
June  20X8. 

The  board  of  directors  reviews  the  final  draft  financial  statements  and 
authorises  them  for  issue  on  8  August  20X8. 

The  earnings  figure  and  key  data  are  issued  to  the  public  on  19  September 
20X8. 

The  financial  statements  are  issued  to  shareholders  on  6  October  20X8  and 
approved  by  shareholders  on  10  November  20X8. 

The  period  in  respect  of  which  the  company  should  consider  events  after  the 
end  of  reporting  period  in  accordance  with  IAS10  Events  after  the  reporting 
period,  is  from  30  June  20X8  to 

A  8  August  20X8 

B  19  September  20X8 

C  6  October  20X8 

D  10  November  20X8 


The  Alsenax  Company's  financial  statements  for  the  year  to  31  December 
20X7  are  to  be  authorised  for  issue  on  31  March  20X8.  The  following 
dividends  relate  to  the  year  to  31  December  20X7: 


Proposed  by  Approved  by 

directors  shareholders 


Paid 


Interim  29  July  20X7  -  29  August  20X7 

Final  14  February  20X8  28  April  20X8  22  May  20X8 

Are  the  following  statements  about  the  treatment  of  these  dividends  in  the 
company's  financial  statements  for  the  year  to  31  December  20X7  true  or 
false,  according  to  IAS10  Events  after  the  reporting  period? 

(1)  The  interim  dividend  should  be  presented  in  the  statement  of  changes 
in  equity. 

(2)  The  final  dividend  should  be  recognised  as  a  liability. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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7.  The  Pinder  Company  is  completing  the  preparation  of  its  draft  financial 

statements  for  the  year  ended  31  May  20X7. 

On  24  July  20X7,  a  dividend  of  CU  175,000  was  declared  and  a  contractual 
profit  share  payment  of  CU35,000  was  made,  both  based  on  the  profits  for 
the  year  to  31  May  20X7. 

On  20  June  20X7,  a  customer  went  into  liquidation  having  owed  the  company 
CU34,000  for  the  past  5  months.  No  allowance  had  been  made  against  this 
debt  in  the  draft  financial  statements. 

On  17  July  20X7,  a  manufacturing  plant  was  destroyed  by  fire,  resulting  in  a 
financial  loss  of  CU260,000. 

According  to  IAS10  Events  after  the  reporting  period,  which  TWO  amounts 
should  be  recognised  in  Pinder's  profit  or  loss  for  the  year  to  31  May  20X7  to 
reflect  adjusting  events  after  the  end  of  reporting  period? 

A  CU1 75, 000  dividend 

B  CU35,000  bonus 

C  CU34,000  allowance  for  uncollectible  trade  receivables 

D  CU260,000  loss  on  manufacturing  plant 


The  Carp  Company  carried  a  provision  of  CU200,000  in  its  draft  financial 
statements  to  31  March  20X8  in  relation  to  an  unresolved  court  case. 

On  27  April  20X8,  when  the  financial  statements  to  31  March  20X8  had  not 
yet  been  authorised  for  issue,  the  case  was  settled  and  the  court  decided  the 
final  total  damages  payable  by  Carp  to  be  CU280,000. 

According  to  IAS10  Events  after  the  reporting  period,  what  should  be  the 
accounting  treatment  in  relation  to  this  event? 

A  Disclose  CU80,000 

B  Adjust  CU80.000 

C  Disclose  CU280,000 

D  Adjust  CU280.000 
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The  Elder  Company's  draft  financial  statements  show  the  profit  before 
taxation  for  the  year  to  31  December  20X7  as  CU9  million.  The  board  of 
directors  is  to  authorise  the  financial  statements  for  issue  on  20  March  20X8. 

A  fire  occurred  at  one  of  Elder's  sites  on  13  January  20X8  with  resulting 
damage  costing  CU7  million,  only  CU4  million  of  which  is  covered  by 
insurance.  The  repairs  will  take  place  and  be  paid  for  in  April  20X8.  The  CU4 
million  claim  from  the  insurance  company  will  however  be  received  on  14 
February  20X8. 

Taking  account  of  these  events  in  accordance  with  IAS10  Events  after  the 
reporting  period,  what  should  be  Elder's  profit  before  taxation  in  its  financial 
statements? 


A 

CU2  million 

B 

CU9  million 

C 

CU13  million 

D 

CU6  million 
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Chapter  19 

FOREIGN  EXCHANGE 


1  Business  Context 

Business  is  becoming  increasingly  international  in  terms  of  trading  goods  and  services  and  in 
the  operation  of  capital  markets.  One  measure  of  the  significance  of  globalisation  is  that  most 
developed  countries  have  external  trade  in  the  range  of  15%  to  30%  of  their  gross  domestic 
product. 

International  activity  can  vary  enormously,  from  relatively  straightforward  import  and  export 
transactions  through  to  financing  arrangements  in  multiple  currencies  or  maintaining 
operations  overseas,  for  example  in  the  form  of  a  subsidiary  or  branch. 

Operating  in  multi -currency  locations  presents  a  number  of  accounting  challenges,  including: 

■  conversion  -  accounting  for  transactions  where  one  currency  has  been  physically 
changed  into  another  currency; 

■  translation  -  restating  assets  and  liabilities  initially  recognised  in  more  than  one 
currency  into  a  common  currency;  and 

■  exchange  gains  and  losses  -  where  relative  currency  values  change  and  gains  and 
losses  arise  which  need  to  be  appropriately  measured  and  recognised. 


2  Chapter  Objectives 

This  chapter  deals  with  accounting  for  foreign  currency  transactions  in  accordance  with 
IAS  21  The  effects  of  changes  in  foreign  exchange  rates.  A  key  aspect  of  the  standard  is  to 
determine  the  main  operating  currency  of  each  individual  entity  and  how  an  entity,  or  group, 
should  translate  its  financial  statements  where  it  presents  those  statements  in  a  different 
currency. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  scope  and  objectives  of  IAS  21  in  respect  of  the  effects  of  changes  in 
foreign  exchange  rates; 

■  identify  the  important  terminology  and  definitions  which  relate  to  foreign  exchange 
activities; 

■  understand  and  demonstrate  knowledge  of  the  key  principles  concerning  recognition 
and  measurement  in  terms  of  different  currencies; 

■  demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  21 ;  and 

■  apply  knowledge  and  understanding  of  foreign  exchange  transactions  through  basic 
calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  21 

An  entity  may  carry  on  foreign  activities  either  by  conducting  transactions  in  foreign 
currencies,  for  example  purchasing  a  non-current  asset  from  an  overseas  supplier,  exporting 
goods  to  an  overseas  customer  or  arranging  a  loan  in  a  foreign  currency,  or  by  having  foreign 
operations,  for  example  a  subsidiary  or  branch  located  overseas. 

In  addition,  an  entity  may  choose  to  present  its  financial  statements  in  a  foreign  currency. 

The  objective  of  IAS  21  is  to  prescribe  how  to  include  foreign  currency  transactions  and 
foreign  operations  in  the  financial  statements  of  an  entity,  and  how  to  translate  financial 
statements  into  a  different  currency  for  presentation  purposes. 

IAS  21  applies  to:  [IAS  21.3] 

■  accounting  for  transactions  that  the  entity  enters  into  which  are  in  a  foreign  currency 
and  any  resulting  balances  (note  that  items  that  fall  within  the  scope  of  IAS  39 
Financial  instruments:  recognition  and  measurement  are  dealt  with  by  that  standard); 

■  translating  the  financial  statements  of  foreign  operations  that  are  included  in  the 
financial  statements  of  another  entity,  for  example,  on  consolidation  of  subsidiaries  or 
the  inclusion  of  associates  by  the  equity  accounting  method;  and 

■  translating  an  entity's  results  and  financial  position  into  a  different  currency  for  the 
presentation  of  its  financial  statements. 


4  Key  Issues 

4.1  The  functional  currency 

The  overall  approach  required  by  IAS  21  is  for  an  entity  to  translate  foreign  currency  items 
and  transactions  into  its  functional  currency. 

A  functional  currency  "is  the  currency  of  the  primary  economic  environment  in  which  the  entity 
operates"  and  the  primary  economic  environment  7s  normally  the  one  in  which  it  primarily 
generates  and  expends  cash".  [IAS  21.8,21.9] 

In  a  group,  each  entity,  for  example  the  parent,  each  subsidiary  and  associate,  needs  to 
determine  its  own  functional  currency  rather  than  adopting  a  single  one  which  is  common 
across  the  whole  group. 

An  entity  cannot  choose  its  functional  currency;  instead,  management  needs  to  make  an 
informed  assessment  of  the  facts.  IAS  21  includes  a  number  of  practical  indicators  to  assist 
entities  in  identifying  their  functional  currency,  for  example: 

■  the  currency  that  mainly  influences  the  prices  at  which  goods  and  services  are  sold; 

■  the  country  whose  competitive  forces  and  regulations  mainly  influence  the  pricing 
structure  for  the  supply  of  goods  and  services; 

■  the  currency  in  which  financing  is  generated;  and 

■  the  currency  in  which  cash  generated  from  an  entity's  operating  activities  is  usually 
retained. 

Additional  factors  should  be  considered  to  determine  whether  the  functional  currency  of  a 
foreign  operation  is  the  same  as  that  of  the  reporting  entity  (the  group).  It  should  not  be 
assumed  that  this  is  the  case.  The  overriding  factor  is  whether  the  foreign  operation  operates 
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independently  of  the  reporting  entity  or  is  merely  an  extension  of  that  entity.  Factors  might 
include,  for  example,  whether  the  foreign  operation  requires  additional  funding  from  its  parent 
in  order  to  continue  in  operation  and  whether  transactions  with  the  reporting  entity  are  a  high 
proportion  of  its  total  operating  activities. 

Where  an  entity,  for  example  a  subsidiary,  is  not  deemed  to  be  autonomous  of  the  parent  (the 
reporting  entity),  it  will  have  the  same  functional  currency  as  the  parent. 

As  a  functional  currency  is  based  on  an  entity's  underlying  economic  activity,  it  cannot  be 
changed  unless  its  underlying  economic  activity  changes. 

4.2  The  presentation  currency 

Although  the  overall  approach  required  by  IAS  21  is  for  an  entity  to  translate  foreign  currency 
items  and  transactions  into  its  functional  currency,  it  is  not  required  to  present  its  financial 
statements  using  this  currency.  An  entity  has  a  completely  free  choice  of  the  currency  in 
which  its  financial  statements  are  presented.  This  is  referred  to  as  the  presentation  currency. 
[IAS  21.8] 

The  approach  that  is  required  to  translate  the  financial  statements  of  an  entity,  or  a  group  of 
entities,  into  a  different  presentation  currency  is  discussed  below. 

4.3  Monetary  and  non-monetary  items 

IAS  21  distinguishes  between  monetary  and  non-monetary  items. 

Monetary  items  are  units  of  currency  held,  and  assets  and  liabilities  to  be  received  or  paid  in  a 
fixed  or  determinable  number  of  units  of  currency,  for  example  cash,  receivables,  payables 
and  loans.  [IAS  21 .8] 

Non-monetary  items  are  therefore  those  which  do  not  give  rise  to  a  right  to  receive  (or  an 
obligation  to  deliver)  a  fixed  or  determinable  amount  of  money,  for  example  property,  plant 
and  equipment,  goodwill,  inventories  and  intangible  assets. 

4.4  Summary  of  the  approach  of  IAS  21 

For  a  group  of  entities,  IAS  21  requires  a  two  stage  process: 

(1)  individual  entity  level:  treatment  of  foreign  exchange  transactions  (functional 
currency);  and 

(2)  consolidation  level:  translation  of  the  financial  statements  of  entities,  for  example 
subsidiaries,  associates  and  branches,  into  a  common  currency  for  consolidated 
financial  statements  purposes  (presentation  currency). 
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Illustration  1 


A  parent  entity,  P,  operates  in  Cornu  (where  the  currency  is  the  CU).  It  has  two  wholly-owned 
subsidiaries,  N  which  operates  in  Narnia  (using  N$),  and  A  which  operates  in  Asian  (using 
A$). 

All  three  entities  in  the  group  import  and  export  goods  around  the  world. 


Step  1 :  Determine  the  functional  currency  of  each  of  the  three  entities.  This  is  a  question  of 
fact  based  upon  the  criteria  in  IAS  21  outlined  above.  It  has  been  assumed  here  that 
the  functional  currency  is  that  of  the  country  in  which  each  entity  operates  (i.e.  CU, 
N$,  A$). 

Step  2:  Each  entity  translates  foreign  currency  transactions  arising  from  its  import  and  export 
activities  into  its  functional  currency  and  reports  the  effects  of  such  translation. 

Step  3:  In  preparing  the  consolidated  financial  statements  of  the  group,  it  is  necessary  to 
choose  a  presentation  currency.  IAS  21  permits  the  presentation  currency  of  a 
reporting  entity  to  be  any  currency.  In  this  scenario  the  presentation  currency  is  likely 
to  be  CU,  the  currency  of  the  parent  entity. 

Step  4:  The  results  and  financial  position  of  each  individual  entity  within  the  group  whose 

functional  currency  differs  from  the  presentation  currency  (in  this  case  N  and  A  if  CU 
is  selected  as  the  presentation  currency)  are  translated  for  the  purposes  of  preparing 
consolidated  financial  statements. 


5  Transactions  in  the  Functional  Currency 
5.1  Initial  recognition 

An  entity  should  record  foreign  currency  transactions,  for  example  the  buying  or  selling  of 
goods  or  services  whose  price  is  denominated  in  a  foreign  currency,  in  a  consistent  manner. 
IAS  21  requires  that  an  entity  does  this  by  recognising  each  transaction  at  the  spot  exchange 
rate  on  the  date  that  the  transaction  took  place.  [IAS  21 .21] 

Thus,  if  an  entity  whose  functional  currency  is  CU  buys  a  non-current  asset  for  N$1  million 
when  the  spot  exchange  rate  is  CU1  :N$2,  then  the  transaction  will  initially  be  recorded  at 
CU500,000. 

Where  there  are  high  volumes  of  such  transactions,  for  practical  reasons  an  average 
exchange  rate  over  the  relevant  period  may  be  used  as  an  approximation.  However,  if 
exchange  rates  fluctuate  significantly  over  short  periods  of  time  it  is  not  appropriate  to  use  an 
average  rate  since  it  would  not  be  a  fair  approximation  for  actual  rates. 
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5.2  Reporting  at  the  ends  of  subsequent  reporting  periods 

At  the  end  of  each  reporting  period  the  following  translations  of  foreign  currency  should  be 
carried  out.  [IAS  21 .23] 


Item 

Exchange  rate 

Monetary  items 

Closing  rate  (i.e.  the  spot  exchange  rate  at 
the  end  of  the  reporting  period) 

Non-monetary  items  measured  at  historical 
cost 

Rate  of  exchange  at  the  date  of  the  original 
transaction  (i.e.  the  date  of  purchase  of  the 
non-current  asset) 

Non-monetary  items  measured  at  fair  value 

Exchange  rate  at  the  date  when  fair  value 
was  determined 

5.3  Recognition  of  exchange  differences 

The  difference  that  arises  from  translating  the  same  amounts  at  different  exchange  rates  is 
referred  to  as  an  exchange  difference.  Such  amounts  will  generally  arise  in  the  preparation  of 
a  set  of  financial  statements  from  the  settlement  of  monetary  amounts  payable  or  receivable 
in  a  foreign  currency  and  the  retranslation  at  the  entity's  period  end. 

Exchange  differences  should  normally  be  recognised  as  part  of  the  profit  or  loss  for  the 
period.  However,  where  gains  and  losses  on  a  non-monetary  item  are  recognised  in  other 
comprehensive  income,  for  example  a  gain  on  the  revaluation  of  a  property  in  accordance 
with  IAS  16  Property,  plant  and  equipment,  any  exchange  difference  resulting  from 
retranslation  of  the  revalued  asset  is  also  reported  as  part  of  other  comprehensive  income. 
[IAS  21.28,  21.30] 

5.3.1  Transactions  settled  within  the  period 

When  a  foreign  currency  transaction  is  settled  within  the  same  accounting  period  as  that  in 
which  it  was  originally  recorded,  any  exchange  differences  arising  are  recognised  in  the  profit 
or  loss  of  that  period. 

5.3.2  Transaction  balance  is  outstanding  at  the  end  of  the  reporting  period 

When  a  foreign  currency  transaction  is  settled  in  a  different  accounting  period  to  the  one  in 
which  the  transaction  originated,  the  exchange  difference  recognised  in  profit  or  loss  for  each 
period,  up  to  the  date  of  settlement,  is  determined  by  the  change  in  exchange  rates  during 
each  period. 


Illustration  2 

Aston  has  a  year  end  of  31  December  2007  and  uses  the  CU  as  its  functional  currency.  On 
25  October  2007  Aston  buys  goods  from  an  overseas  supplier  for  N$286,000.  The  goods  are 
still  held  by  Aston  as  part  of  inventory  at  the  year  end. 


Exchange  rates: 

25  October  2007 

CU1  = 

N$11.16 

16  November  2007 

CU1  = 

N$10.87 

31  December  2007 

CU1  = 

N$11.25 

(a)  If,  on  16  November  2007,  Aston  pays  the  overseas  supplier  in  full  the  following  entries 
should  be  recognised: 

25  October  2007. 

The  initial  transaction  is  recorded  as  a  purchase  and  a  liability  at  the  exchange  rate  at  the 

date  that  the  transaction  took  place  (N$286,000  / 1 1 .16  =  CU25,627). 
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16  November  2007. 

The  actual  cost  of  settling  the  liability  on  the  date  of  settlement  is  calculated  (N$286,000  / 
10.87  =  CU26,311).  The  exchange  difference  between  the  originally  recorded  liability  and 
the  actual  amount  required  to  settle  it  (CU25,627  less  CU26,31 1  =  CU684)  is  recorded  as 
an  exchange  loss  in  profit  or  loss  for  the  period.  Inventories  at  the  year  end  are  non- 
monetary items  and  will  be  carried  at  their  original  value  i.e.  CU25,627. 

(b)  If  the  supplier  had  remained  unpaid  at  the  year-end,  the  following  transactions  would 
have  been  recognised: 

25  October  2007. 

The  initial  transaction  is  recorded  as  above  at  CU25,627. 

31  December  2007. 

The  year-end  balance  is  retranslated  at  the  year-end  exchange  rate  as  it  is  a  monetary 
liability.  (N$286,000  / 1 1 .25  =  CU25,422)  The  difference  should  be  reported  as  part  of  the 
profit  or  loss  for  the  period.  The  exchange  gain  recognised  in  profit  or  loss  will  be  CU205 
(CU25,627  less  CU25,422  =  CU205).  The  value  of  inventories  at  the  year  end  will  be 
CU25,627  (as  recorded  above). 


Illustration  3 

Warrilow  has  a  year  end  of  31  December  2007  and  uses  the  CU  as  its  functional  currency. 

On  29  November  2007,  Warrilow  received  a  loan  from  a  foreign  bank  for  N$1 ,520,000. 

The  proceeds  were  used  to  finance,  in  part,  the  purchase  of  a  new  office  block.  The  loan 
remained  unsettled  at  the  year  end. 

Exchange  rates: 

29  November  2007         CU1  =  N$1 .52 
31  December  2007         CU1  =  N$1.66 

The  following  amounts  should  be  recorded  by  Warrilow,  ignoring  interest  payable  on  the  loan. 

29  November  2007 

The  cash  advance  from  the  bank  is  translated  at  the  rate  on  the  date  that  it  was  received 

(N$1 ,520,000  / 1 .52  =  CU1 ,000,000)  and  a  liability  recorded  for  the  same  amount. 

31  December  2007 

As  the  loan  was  still  outstanding  at  the  end  of  the  period  and  it  is  a  monetary  item,  it  should 
be  retranslated  at  the  exchange  rate  at  the  end  of  the  reporting  period  (N$1 ,520,000  / 1 .66  = 
CU91 5,663 ).  The  exchange  difference  should  be  recognised  as  a  gain  in  profit  or  loss  for  the 
period.  (CU1 ,000,000  less  CU91 5,663  =  CU84.337). 


5.4  Net  Investment  in  a  Foreign  Operation 

An  entity  may  have  a  monetary  amount  receivable  from,  or  payable  to,  a  foreign  entity  (for 
example  an  overseas  subsidiary)  that  is  not  intended  to  be  settled  in  the  foreseeable  future. 
For  a  receivable,  this  amount  essentially  forms  part  of  the  overall  investment  in  the  foreign 
entity.  At  the  period-end,  monetary  amounts  such  as  this  are  retranslated  and  any  differences 
recognised  in  profit  or  loss  of  the  appropriate  entity.  But  IAS  21  operates  on  the  basis  that  as 
such  differences  are  part  of  the  overall  investment  in  the  foreign  entity,  they  should  only  be 
recognised  in  profit  or  loss  when  the  foreign  entity  is  disposed  of. 


THE  INSTITUTE 

of  chartered  Chapter  1 9  -  Foreign  Exchange 

accountants  Page  262 

N  ENGLAND  AND  WALES  ° 


In  the  preparation  of  the  consolidated  financial  statements,  any  exchange  difference  arising 
from  the  net  investment  in  a  foreign  operation  should  be  reported  initially  in  other 
comprehensive  income  and  not  in  the  consolidated  profit  or  loss  for  the  period.  If  the  foreign 
entity  is  subsequently  sold,  any  such  exchange  differences  will  form  part  of  the  reported  profit 
or  loss  on  disposal  by  reclassifying  the  amount  from  equity  to  profit  or  loss.  [IAS  21 .32] 

An  amendment  was  made  to  IAS  21  in  December  2005  in  relation  to  loans  considered  to  be 
part  of  the  net  investment  in  a  foreign  entity.  The  amendment  confirmed  that  the  loan  could 
be  made  by  a  group  entity  other  than  the  parent  entity.  [IAS  21 .15A] 

It  is  only  differences  relating  to  the  overall  investment  in  the  foreign  entity  which  are 
recognised  in  other  comprehensive  income;  differences  on  intra-group  trading  balances  which 
will  be  settled  in  the  short  term  remain  in  the  profit  or  loss  of  the  period. 

5.5  Change  in  Functional  Currency 

If  the  underlying  economic  activities  change  in  such  a  way  that  there  is  a  change  in  the 
functional  currency  of  an  entity,  the  new  functional  currency  should  be  applied  prospectively 
from  the  date  of  the  change  in  circumstances.  The  entity  should  not  restate  amounts 
previously  recorded  as  these  reflected  the  economic  reality  at  that  time.  [IAS  21 .35] 

All  amounts  should  be  retranslated  into  the  new  functional  currency  at  the  date  of  the  change. 
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6  Translation  into  Presentation  Currency 

6.1  Procedures  for  translation  into  presentation  currency 

This  section  sets  out  how  an  entity  should  retranslate  amounts  from  its  functional  currency 
into  a  different  presentational  currency.  As  mentioned  above,  an  entity  has  a  completely  free 
choice  over  its  presentation  currency,  assuming  this  is  permitted  by  the  jurisdiction  in  which 
the  entity  prepares  its  financial  statements. 

The  translation  into  a  presentation  currency  can  be  undertaken  by  an  individual  entity,  if  it 
decides  to  present  its  financial  statements  in  a  currency  different  to  its  functional  currency. 
Much  more  commonly,  it  is  undertaken  when  entities  within  a  group  have  functional 
currencies  different  from  the  presentation  currency  of  the  parent.  For  the  preparation  of  the 
group's  consolidated  financial  statements,  such  entities  will  need  to  retranslate  their  financial 
statements  into  the  presentation  currency  being  used. 

The  steps  to  translate  financial  statements  into  a  different  presentation  currency  are: 
[IAS  21 .39] 

■  retranslate  the  assets  and  liabilities  for  each  statement  of  financial  position  presented 
(i.e.  the  current  period  end  and  the  comparative  period)  at  the  closing  rate  at  the  date 
of  that  statement  of  financial  position; 

■  retranslate  income  and  expenditure  recorded  in  each  statement  of  comprehensive 
income  presented  (i.e.  the  current  period  and  the  comparative  period)  at  the 
exchange  rates  at  the  dates  of  the  transactions;  for  practical  reasons  an  average  rate 
may  be  used  for  each  period,  assuming  that  the  exchange  rate  does  not  fluctuate 
significantly  during  the  period;  and 

■  recognise  all  resulting  exchange  differences  in  other  comprehensive  income. 

Where  exchange  differences  relate  to  a  foreign  operation  that  is  not  wholly  owned, 
accumulated  exchange  differences  attributable  to  the  minority  shareholders  should  be 
allocated  to  minority  interests  in  the  consolidated  statement  of  financial  position. 

6.2  Hyperinflationary  economies 

Where  an  entity  has  a  functional  currency  that  is  the  currency  of  a  hyperinflationary  economy, 
it  is  required  to  restate  its  functional  currency  financial  statements  in  accordance  with  IAS  29 
Financial  reporting  in  hyperinflationary  economies.  [IAS  21 .43] 

If,  however,  such  an  entity  chooses  to  use  a  different  presentation  currency,  the  requirements 
in  IAS  21  for  the  retranslation  of  the  financial  statements  into  the  presentation  currency  should 
be  applied.  [IAS  21 .42] 

6.3  Translation  of  a  foreign  operation 

The  group's  consolidated  financial  statements  should  be  prepared  in  accordance  with  IAS  27 
Consolidated  and  separate  financial  statements.  As  a  result  intra-group  balances  will  be 
eliminated  in  the  normal  way.  Where  a  group  entity  such  as  a  subsidiary,  associate  or  joint 
venture  is  a  foreign  entity,  exchange  differences  arising  from  intra-group  monetary  assets  or 
liabilities  should  not  be  eliminated.  The  effect  of  such  translation  differences  should  continue 
to  be  reported  in  the  consolidated  financial  statements  to  reflect  the  fact  that  there  is  a  foreign 
currency  risk  within  the  group. 

Such  exchange  differences  will  generally  be  reported  in  the  consolidated  profit  or  loss  of  the 
period.  However,  if  the  amount  on  which  the  exchange  differences  arise  has  been  identified 
as  being  part  of  the  net  investment  in  the  foreign  entity,  as  discussed  above,  then  the 
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exchange  differences  should  be  reported  in  other  comprehensive  income  and  accumulated  in 
a  separate  component  of  equity  until  disposal  of  the  foreign  operation. 

An  amendment  was  made  to  IAS  21  in  December  2005  in  relation  to  where  a  monetary  item 
forms  part  of  an  entity's  investment  in  a  foreign  operation  and  is  denominated  in  a  foreign 
currency  other  than  that  of  either  entity.  The  amendment  permits  foreign  exchange 
differences  arising  from  the  translation  of  a  monetary  item  in  any  foreign  currency  to  form  part 
of  the  exchange  differences  recognised  in  other  comprehensive  income  of  the  consolidated 
financial  statements  where  the  net  investment  criteria  have  been  met. 

In  the  consolidated  financial  statements,  any  goodwill  arising  on  the  acquisition  of  a  foreign 
operation  should  be  treated  as  an  asset  of  the  foreign  operation.  The  goodwill  should 
therefore  be  expressed  in  the  functional  currency  of  the  foreign  operation  and  translated  at 
the  closing  rate  at  the  date  of  each  statement  of  financial  position.  The  same  treatment  is 
required  of  any  fair  value  adjustments  to  the  carrying  amounts  of  assets  and  liabilities  arising 
on  the  acquisition  of  a  foreign  operation.  In  both  cases  exchange  differences  are  recognised 
in  other  comprehensive  income,  rather  than  as  part  of  the  profit  or  loss  for  the  period. 
[IAS  21.47] 


Illustration  4 

An  entity  acquires  a  foreign  subsidiary  on  15  August  2007.  The  goodwill  arising  on  the 
acquisition  is  R$400,000.  At  the  date  of  acquisition  the  exchange  rate  into  the  parent's 
functional  currency  is  R$4:CU1 .  At  the  parent  entity's  year  end  the  exchange  rate  is 
R$5:CU1. 

The  goodwill  at  the  date  of  acquisition  is  CU1 00,000  (R$400, 000/4).  At  the  year  end  it  is 
retranslated  to  CU80,000  (R$400,000/5).  The  difference  of  CU20,000  is  recorded  as  an 
exchange  loss  and  reported  in  other  comprehensive  income. 


6.4  Disposal  of  a  foreign  operation 

Where  a  foreign  entity  is  disposed  of,  any  exchange  differences  that  have  been  recognised  in 
other  comprehensive  income  and  accumulated  in  a  separate  component  of  equity  are 
required  to  form  part  of  the  profit  or  loss  on  disposal.  Such  amounts  will  therefore  be 
reclassified  from  equity  to  profit  or  loss  as  a  reclassification  adjustment  in  the  period  in  which 
the  disposal  takes  place.  [IAS  21 .48] 
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7  Disclosure 

A  number  of  disclosures  are  required  by  IAS  21  to  ensure  that  users  of  the  financial 
statements  are  fully  informed  as  to  the  effect  that  exchange  differences  have  had  on  the 
financial  statements  of  an  entity  or  group.  The  disclosures  include  the  separate  identification 
of  the  total  amount  of  exchange  differences  recognised  in  profit  or  loss  for  the  period  and  of 
the  net  amount  of  exchange  differences  recognised  in  other  comprehensive  income  and 
accumulated  in  a  separate  component  of  equity.  A  reconciliation  between  exchange 
differences  at  the  start  of  the  period  and  those  at  the  end  is  also  required,  to  highlight  the 
movements  in  the  amounts  expressed  as  a  separate  component  of  equity.  [IAS  21 .52] 

If  an  entity's  presentation  currency  is  different  from  its  functional  currency,  this  should  be 
clearly  stated.  The  entity  should  also  disclose  its  functional  currency  and  the  reason  why  a 
different  presentation  currency  has  been  used.  [IAS  21 .53] 

If  a  presentation  currency  has  been  used  that  is  different  from  the  functional  currency  and  the 
translation  has  not  been  accounted  for  in  accordance  with  IAS  21 ,  then  the  entity  has  not  fully 
complied  with  IFRS.  [IAS  21 .55] 

If  the  translation  to  presentation  currency  is  not  in  accordance  with  IFRS,  then  this  information 
should  be  presented  separately,  to  distinguish  it  from  that  which  does  comply  with  IFRS.  The 
currency  that  the  supplementary  information  is  presented  in  should  be  clearly  identified  and 
the  entity  should  explain  the  method  of  translation  applied.  [IAS  21 .57] 

If  there  has  been  a  change  in  the  functional  currency  of  the  reporting  entity  or  of  a  significant 
foreign  operation,  then  the  entity  is  required  to  disclose  this  fact  along  with  the  reason  for  the 
change,  i.e.  because  of  a  change  in  the  underlying  economic  activity  of  the  entity.  [IAS  21 .54] 


8  Introduction  of  the  Euro 

Since  1  January  1999,  when  the  Economic  and  Monetary  Union  (EMU)  came  into  being,  the 
Euro  has  been  a  currency  in  its  own  right.  At  that  date  participating  member  states  had  their 
local  currencies  fixed  to  the  Euro  and  therefore  the  risk  of  currency  differences  between  them 
was  eliminated. 

The  introduction  of  the  Euro  is  not  specifically  addressed  in  IAS  21  and  therefore  further 
interpretation  was  required  to  assist  preparers  of  financial  statements  in  adopting  the  Euro.  As 
a  result  the  Standing  Interpretations  Committee  issued  SIC  7  Introduction  of  the  Euro. 

SIC  7  sets  out  that  the  requirements  of  IAS  21  should  be  applied  on  the  adoption  of  the  Euro, 
at  whatever  date  the  country  joins  the  EMU.  The  SIC  concluded  that  it  was  not  important  that 
the  closing  exchange  rate  could  not  fluctuate  after  the  end  of  the  reporting  period. 

Therefore,  foreign  currency  monetary  assets  and  liabilities  should  be  translated  at  the  closing 
rate  at  the  date  of  the  statement  of  financial  position,  and  exchange  differences  on  the 
translation  of  foreign  operations  recognised  in  other  comprehensive  income  should  be 
accumulated  in  equity  until  the  entity  is  sold. 


THE  INSTITUTE 

of  chartered  Chapter  1 9  -  Foreign  Exchange 

accountants  Page  266 

N  ENGLAND  AND  WALES  ° 


9  Chapter  Review 

This  chapter  has  been  concerned  with  accounting  for  the  effects  of  changes  in  foreign 
exchange  rates.  A  number  of  key  issues  have  been  addressed  in  this  chapter,  in  particular 
how  to  identify  a  functional  currency  and  how  to  deal  with  the  translation  into  the  presentation 
currency  for  the  preparation  of  consolidated  financial  statements. 

Other  issues  have  included  the  treatment  of  exchange  gains  and  losses  and  the  selection  of 
appropriate  exchange  rates. 

This  chapter  has  covered: 

■  the  scope  and  objectives  of  IAS  21 ; 

■  the  important  terminology  and  definitions  which  relate  to  foreign  exchange  activities; 

■  the  key  principles  concerning  recognition  and  measurement  of  foreign  currency 
transactions; 

■  the  treatment  of  functional  currencies  and  foreign  exchange  transactions  at  the  level 
of  the  individual  entity; 

■  the  translation  into  the  presentation  currency  at  the  consolidated  financial  statements 
level;  and 

■  the  principal  disclosure  requirements  of  IAS  21 . 
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1 0  Self  Test  Questions 
Chapter  19 

1.  An  entity  will  primarily  generate  and  expend  cash  in  one  primary  economic 

environment. 

According  to  IAS21  The  effects  of  changes  in  foreign  exchange  rates,  the 
correct  term  for  the  currency  of  this  primary  economic  environment  is  the 

A  presentation  currency 

B  functional  currency 

C  reporting  currency 

D  foreign  currency 


According  to  IAS21  The  effects  of  changes  in  foreign  exchange  rates,  at 
which  rate  should  an  entity's  non-current  assets  be  translated  when  its 
functional  currency  figures  are  being  translated  into  a  different  presentation 
currency? 

A  The  historical  exchange  rate 

B  The  closing  rate 

C  The  average  rate 

D  The  spot  exchange  rate 


According  to  IAS21  The  effects  of  changes  in  foreign  exchange  rates, 
exchange  differences  should  be  recognised  either  in  profit  or  loss  or  in  other 
comprehensive  income. 

Are  the  following  statements  about  the  recognition  of  exchange  differences  in 
respect  of  foreign  currency  transactions  reported  in  an  entity's  functional 
currency  true  or  false  according  to  IAS21? 

(1)  Any  exchange  difference  on  the  settlement  of  a  monetary  item  should 
be  recognised  in  profit  or  loss. 

(2)  Any  exchange  difference  on  the  translation  of  a  monetary  item  at  a 
rate  different  to  that  used  at  initial  recognition  should  be  recognised  in 
other  comprehensive  income. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 
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The  Wiltord  Company  acquired  a  foreign  subsidiary  on  15  August  20X7. 
Goodwill  arising  on  the  acquisition  was  $175,000. 

Consolidated  financial  statements  are  prepared  at  the  year  end  of  31 
December  20X7  requiring  the  translation  of  all  foreign  operations'  results  into 
the  presentation  currency  of  CU. 

The  following  rates  of  exchange  have  been  identified: 

Rate  at  15  August  20X7  $1,321  :  CU1 

Rate  at  31  December  20X7  $1 .298  :  CU1 

Average  rate  for  the  year  ended  31  December  20X7  $1 .302  :  CU1 

Average  rate  for  the  period  from  15  August  to  31  December       $1,292  :  CU1 
20X7 

According  to  IAS21  The  effects  of  changes  in  foreign  exchange  rates,  at  what 
amount  should  the  goodwill  be  measured  in  the  consolidated  statement  of 
financial  position? 

A  CU134.409 

B  CU135.449 

C  CU134.823 

D  CU312.475 


The  Nehupo  Company  acquired  The  Motonua  Company,  a  foreign  subsidiary, 
on  1 0  September  20X7.  The  fair  value  of  the  assets  of  Motonua  was  the 
same  as  their  carrying  amount  except  for  land  where  the  fair  value  was 
$50,000  greater  than  carrying  amount.  This  fair  value  adjustment  has  not 
been  recognised  in  the  separate  financial  statements  of  Motonua. 

Consolidated  financial  statements  are  prepared  at  the  year  end  of  31 
December  20X7  requiring  the  translation  of  all  foreign  operations'  results  into 
the  presentation  currency  of  CU. 

The  following  rates  of  exchange  have  been  identified: 

Rate  at  10  September  20X7  $1.62  :  CU1 

Rate  at  31  December  20X7  $1 .56  :  CU1 

Average  rate  for  the  year  ended  31  December  20X7  $1 .60  :  CU1 

Average  rate  for  the  period  from  10  September  to  31  $1.58  :  CU1 

December  20X7 

According  to  IAS21  The  effects  of  changes  in  foreign  exchange  rates,  what 
fair  value  adjustment  is  required  to  the  carrying  amount  of  land  in  the 
consolidated  statement  of  financial  position? 

A  CU30.864 

B  CU32.051 

C  CU31.250 

D  CU31.646 
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The  Witley  Company  has  the  CU  as  its  functional  currency.  On  16  October 
20X7  Witley  ordered  some  inventory  from  a  foreign  supplier  and  agreed  a 
purchase  price  of  $160,000.  The  inventory  was  received  on  15  November 
20X7. 

At  31  December  20X7  the  inventory  remained  on  hand  and  the  trade  payable 
balance  for  the  inventory  purchase  remained  outstanding.  The  supplier  was 
paid  on  27  January  20X8  and  the  inventory  was  sold  on  31  January  20X6. 

The  following  information  about  exchange  rates  is  available: 

16October20X7  CU1=$2.60 

15  November  20X7  CU1=$2.50 

31  December  20X7  CU1=$2.40 

27  January  20X8  CU1=$2.25 

According  to  IAS21  The  effect  of  changes  in  foreign  exchange  rates,  at  what 
amount  should  the  trade  payable  balance  due  to  the  supplier  be  presented  in 
the  statement  of  financial  position  of  Witley  at  31  December  20X7? 

A  CU61.538 

B  CU64.000 

C  CU66.667 

D  CU71.111 
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Chapter  20 

FINANCIAL  INSTRUMENTS 


1  Business  Context 

With  the  increasing  diversity  of  businesses  and  their  rapid  geographical  expansion,  entities 
are  entering  into  complex  financial  transactions  to  reduce  their  exposure  to  risks.  The  nature 
of  such  complex  financial  transactions  has  led  to  entities  adopting  different  accounting 
practices,  with  increased  use  of  fair  values  and  extensive  application  of  hedge  accounting 
techniques  (i.e.  offsetting). 

As  financial  instruments  become  more  complex  and  commonplace,  clear  and  full  disclosure 
becomes  increasingly  important.  Financial  instruments  may  or  may  not  be  recognised  in  an 
entity's  financial  statements,  depending  upon  their  nature.  However,  an  entity's  exposure  to 
risk  associated  with  such  instruments  may  still  be  significant  and  therefore  disclosure  is  even 
more  important. 

As  a  result  of  the  widespread  use  of  financial  assets  and  financial  liabilities  as  part  of  an 
entity's  ordinary  activities,  three  standards  have  been  published  -  IAS  32  Financial 
instruments:  Presentation,  IAS  39  Financial  instruments:  Recognition  and  measurement  and 
IFRS  7  Financial  instruments:  Disclosure.  These  standards  complement  each  other  and 
provide  comprehensive  guidance  on  the  accounting  and  presentation  of  financial  instruments. 


2  Chapter  Objectives 

This  chapter  deals  with  the  definition,  recognition  and  measurement  of  financial  instruments 
and  the  management  of  risk  in  relation  to  such  instruments.  It  also  considers  the  presentation 
and  disclosure  requirements. 

On  completion  of  this  chapter  you  should  be  able  to: 

demonstrate  a  knowledge  of  what  is  meant  by  the  term  financial  instruments; 

understand  the  main  components  of  the  disclosure  requirements  for  financial 
instruments  under  IFRS  7; 

show  how  the  main  classifications  of  financial  instruments  are  presented; 

understand  how  financial  instruments  are  recognised  and  measured  in  accordance 
with  IAS  39;  and 

demonstrate  a  basic  knowledge  of  the  implications  of  hedging  financial  instruments. 
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3  What  is  a  Financial  Instrument? 

A  financial  instrument  is  "any  contract  that  gives  rise  to  a  financial  asset  of  one  entity  and  a 
financial  liability  or  equity  instrument  of  another  entity".  [IAS  32.1 1] 

A  financial  asset  is  cash,  a  contractual  right  to  receive  cash  or  another  financial  asset,  a 
contractual  right  to  exchange  financial  assets  or  liabilities  with  another  entity  on  potentially 
favourable  terms,  or  an  equity  instrument,  for  example  shares,  of  another  entity.  Examples  of 
financial  assets  are  cash,  trade  receivables  and  equity  investments.  [IAS  32.11] 

Assets  that  have  physical  substance,  such  as  property  and  machinery,  are  not  financial 
assets  and  neither  are  intangible  assets,  such  as  patents  and  brands.  These  assets  generate 
future  economic  benefits  for  an  entity  although  there  is  no  contractual  right  to  receive  cash  or 
another  financial  asset. 

A  financial  liability  is  either  a  contractual  obligation  to  deliver  cash  or  another  financial  asset, 
or  a  contractual  obligation  to  exchange  financial  assets  or  liabilities  with  another  entity  on 
potentially  unfavourable  terms.  Examples  of  financial  liabilities  are  trade  payables  and  loans. 
[IAS  32.11] 

In  addition,  a  financial  asset  (or  liability)  arises  where  a  contract  may  be  settled  in  the  entity's 
own  equity  instruments,  for  which  the  entity  will  receive  (or  deliver)  either  a  variable  number  of 
its  own  equity  instruments,  or  a  derivative  that  may  be  settled  other  than  by  the  exchange  of  a 
fixed  amount  of  cash  or  another  financial  asset  for  a  fixed  number  of  its  own  equity 
instruments.  [IAS  32.11] 

A  derivative  is  a  type  of  financial  instrument  that  has  specific  characteristics:  [IAS  39.9] 

■  "its  value  changes  in  response  to  the  change  in  a  specified  interest  rate,  financial 
instrument  price,  commodity  price,  foreign  exchange  rate,  index  of  prices  or  rates, 
credit  rating  or  credit  index,  or  other  variable; 

■  it  requires  no  initial  net  investment  or  an  initial  net  investment  that  is  smaller  than 
would  be  required  for  other  types  of  contracts  that  would  be  expected  to  have  a 
similar  response  to  changes  in  market  factors;  and 

■  it  is  settled  at  a  future  date". 

Examples  of  derivatives  are  financial  options,  forward  contracts  and  interest  rate  swaps. 

An  equity  instrument  is  a  contract  whereby  an  entity  has  an  interest  in  the  net  assets  (assets 
less  liabilities)  of  another  entity.  [IAS  32.11] 


4  Objectives  and  Scope  of  IAS  32 

The  objective  of  IAS  32  is  to  establish  principles  for  presenting  financial  instruments  as 
liabilities  or  equity.  Its  presentation  requirements  are  consistent  with,  and  complement,  those 
in  IAS  39,  which  addresses  recognition  and  measurement  criteria,  and  IFRS  7  which  covers 
the  disclosure  requirements  for  financial  instruments. 

IAS  32  applies  to  all  entities  and  to  all  types  of  financial  instruments,  except  where  another 
standard  is  more  specific.  Exceptions  include  subsidiaries  accounted  for  under  IAS  27 
Consolidated  and  separate  financial  statements,  associates  accounted  for  under  IAS  28 
Investments  in  associates,  joint  ventures  accounted  for  under  IAS  31  Interests  in  joint 
ventures  and  employers'  rights  and  obligations  under  employee  benefit  plans  accounted  for 
under  IAS  19  Employee  benefits.  In  addition,  IAS  32  excludes  insurance  contracts.  [IAS  32.4] 
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IAS  32  also  applies  to  a  contract  to  buy  and  sell  non-financial  items  that  can  be  settled  by 
exchanging  cash  or  another  financial  instrument  (such  as  a  commodities  contract),  provided 
the  contract  is  not  in  accordance  with  the  entity's  expected  purchase,  sale  or  usage 
requirements  (i.e.  the  contract  is  of  an  investment  nature).  [IAS  32.8] 


5  Presentation  of  Liabilities  and  Equity 

When  an  entity  issues  a  financial  instrument,  it  should  classify  it  according  to  the  substance  of 
the  contract  under  which  it  has  been  issued.  Classification  will  be  as  a  financial  asset,  a 
financial  liability  or  an  equity  instrument.  [IAS  32.15] 

The  characteristics  of  the  financial  instrument  should  be  considered  to  ensure  that  it  is 
appropriately  classified.  If  a  financial  instrument  meets  any  of  the  criteria  set  out  in  the 
definition  of  a  financial  liability,  then  it  should  be  classified  as  such  and  not  as  an  equity 
instrument. 

As  set  out  in  the  definition  of  a  financial  liability,  a  critical  feature  is  that  there  is  a  contractual 
obligation  to  deliver  cash  (or  another  financial  instrument)  or  to  exchange  financial  assets  or 
liabilities  in  unfavourable  conditions.  Where  an  entity  issues  a  share  to  another  party,  that 
entity  is  not  obliged  to  deliver  cash  (or  another  financial  instrument)  to  the  shareholder;  the 
payment  of  dividends  is  at  the  discretion  of  the  entity. 

It  is  important  that  the  substance  of  a  financial  instrument  is  considered,  rather  than  its  legal 
form.  Some  forms  of  financial  instruments  are  legally  classified  as  equity  but  have  the 
characteristics  of  financial  liabilities  and  should  therefore  be  classified  as  such.  For  example, 
a  preference  share  that  is  required,  under  the  terms  of  its  issue,  to  be  redeemed  at  a 
specified  date  for  a  specified  amount  is  a  financial  liability. 

Where  an  entity  has  the  right  to  settle  a  financial  instrument  either  by  cash  (or  another 
financial  asset),  or  by  issuing  its  own  shares  to  a  determined  value  that  greatly  exceeds  the 
cash  alternative,  the  financial  instrument  is  a  financial  liability.  Although  the  financial 
instrument  does  not  explicitly  set  out  the  obligation  to  deliver  cash  (or  another  financial 
instrument),  its  contractual  terms  and  conditions  are  such  that  it  will  settle  in  cash  (shares 
would  be  too  expensive),  so  effectively  an  obligation  exists. 

The  right  to  deliver  an  entity's  own  shares  is  not  necessarily  an  equity  instrument.  If  the 
contract  is  structured  in  such  a  way  that  a  variable  number  of  shares  may  be  issued  to  satisfy 
a  fixed  monetary  amount,  then  this  is  a  financial  liability. 


Illustration  1 

In  2007  an  entity  enters  into  a  contract  that  requires  it  to  issue  shares  to  the  value  of 
CU10,000  on  1  January  2010. 

This  is  a  financial  liability  since  the  entity  is  required  to  settle  the  contract  by  issuing  a 
variable  number  of  shares  based  on  a  fixed  monetary  amount. 


5.1  Settlement  options 

Where  a  derivative  financial  instrument,  for  example  a  share  option,  can  be  settled  at  the 
choice  of  one  party  by  issuing  cash  or  by  exchanging  shares,  then  it  should  be  classified  as  a 
financial  asset  or  financial  liability  as  appropriate.  Where  such  a  choice  exists,  the  financial 
instrument  may  only  be  classified  as  an  equity  instrument  where  all  settlement  options  under 
the  contract  would  result  in  issuing  an  equity  instrument.  [IAS  32.26] 
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5.2  Compound  financial  instruments 

A  compound  financial  instrument  is  one  that  contains  both  a  liability  component  and  an  equity 
component.  Such  components  should  be  classified  separately  according  to  their  substance. 
[IAS  32.28] 

A  compound  instrument  should  be  split  into  its  component  parts  at  the  date  that  it  is  issued. 
The  split  should  not  be  revised  for  subsequent  changes  in  market  interest  rates,  share  prices, 
or  other  events  that  change  the  likelihood  that  the  conversion  option  will  be  exercised. 

A  convertible  bond  is  an  example  of  a  compound  instrument,  since  it  has  a  debt  element  and 
a  potential  equity  element  (on  conversion).  The  economic  effect  of  issuing  the  convertible 
bond  is  the  same  as  issuing  a  non-convertible  bond  and  an  option  to  purchase  shares.  The 
value  of  the  convertible  bond  should  therefore  be  split  into  its  component  parts  to  reflect  the 
substance  of  the  instrument.  An  entity  should  estimate  the  fair  value  of  the  component  parts. 

The  fair  value  of  a  similar  financial  liability  that  does  not  have  an  equity  element  is  used  as  an 
estimate  of  the  carrying  amount  of  the  liability  element,  with  the  equity  instrument  being  the 
difference  between  this  and  the  fair  value  of  the  compound  instrument  as  a  whole. 

Fair  value  is  the  "amount  for  which  an  asset  could  be  exchanged,  or  a  liability  settled, 
between  knowledgeable,  willing  parties  in  an  arm's  length  transaction."  [IAS  32.1 1] 

If  the  compound  financial  instrument  is  converted,  the  carrying  amount  of  the  financial  liability 
element  should  be  reclassified  as  part  of  equity,  with  the  original  equity  amount  also 
remaining  as  part  of  equity.  No  gain  or  loss  is  recognised  on  conversion  of  the  instrument  at 
its  maturity. 


Illustration  2 

An  entity  issues  3,000  convertible,  10-year  bonds  at  CU100  each,  with  a  nominal  interest 
rate  of  5%. 

The  fair  value  of  similar  1 0  year  bonds  with  no  convertible  element  is  CU250,000. 

The  conversion  details  are  100  shares  for  each  bond  to  be  exercised  after  5  years  but 
before  the  redemption  date  in  10  years  time. 

At  the  date  of  issuance  of  the  financial  instrument,  the  following  amounts  should  be 
recognised: 

Proceeds  of  bond  issue  (3,000  x  CU100)  CU300,000 

Fair  value  of  liability  component  CU250,000 

Equity  component  (CU300,000  less  CU250,000)  CU50,000 
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6  Treasury  Shares 

If  an  entity  acquires  its  own  shares,  they  are  deducted  from  equity.  Such  shares  are  known  as 
treasury  shares.  [IAS  32.33] 

An  entity  should  not  recognise  any  gain  or  loss  made  from  a  transaction  involving  treasury 
shares,  and  any  consideration  paid  or  received  should  be  recognised  directly  in  equity. 
[IAS  32.33] 

The  amount  of  treasury  shares  held  should  be  disclosed  either  in  the  statement  of  financial 
position  or  in  the  notes  to  the  financial  statements  in  accordance  with  IAS  1  Presentation  of 
financial  statements. 


7  Interest,  Dividends,  Losses  and  Gains 

Where  interest,  dividends,  losses  or  gains  arise  in  relation  to  a  financial  instrument  that  is 
classified  as  a  financial  liability,  they  should  be  recognised  in  profit  or  loss  for  the  period. 
[IAS  32.35] 

Dividends  payable  in  respect  of  a  financial  instrument  that  is  classified  as  a  financial  liability 
are  classified  as  an  expense.  For  example,  dividends  payable  in  respect  of  redeemable 
preference  shares  are  presented  as  finance  costs  in  the  statement  of  comprehensive  income. 
They  may  either  be  reported  as  part  of  interest  or  presented  as  a  separate  line  item. 

Distributions,  such  as  dividends,  paid  to  holders  of  a  financial  instrument  classified  as  equity 
should  be  charged  directly  against  equity.  [IAS  32.35] 

When  equity  shares  are  issued,  the  transaction  costs  should  be  deducted  from  equity,  net  of 
any  related  income  tax  benefit.  The  transaction  costs  to  be  deducted  are  only  the  incremental 
costs  directly  attributable  to  the  transaction  that  would  have  been  otherwise  avoided. 
[IAS  32.25] 


Illustration  3 

An  entity  issues  1 00,000  new  CU1  ordinary  shares  which  have  a  fair  value  of  CU2.50  per 
share. 

Professional  fees  in  respect  of  the  share  issue  are  CU50,000.  The  costs  are  deductible  in 
arriving  at  the  entity's  income  tax  liability.  The  rate  of  tax  is  40%.  The  management  of  the 
entity  estimates  that  costs  incurred  internally  for  time  incurred  working  on  the  share  issue 
are  CU25,000. 

The  internal  costs  should  be  recognised  in  profit  or  loss  for  the  period.  The  professional  fees 
are  directly  attributable  to  the  transaction  and  CU30,000  should  be  deducted  from  equity 
(CU50,000netof40%tax). 

Equity  will  increase  by  CU220,000  ((100,000  x  CU2.50)  -  CU30,000). 
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8  Offsetting 

Financial  assets  and  financial  liabilities  should  generally  be  presented  as  separate  items  in 
the  statement  of  financial  position.  However,  it  is  possible  to  report  financial  assets  and 
liabilities  net  where  the  entity  has  a  legally  enforceable  right  to  offset  the  amounts  and  the 
entity  intends  to  settle  on  a  net  basis.  If  the  amounts  are  not  settled  on  a  net  basis,  then  they 
may  still  be  offset  if  the  entity  intends  to  realise  the  asset  and  settle  the  liability 
simultaneously.  [IAS  32.42] 


9  Objectives  and  Scope  of  IAS  39 

The  objective  of  IAS  39  is  to  establish  principles  for  recognising  and  measuring  financial 
assets  and  financial  liabilities. 

The  scope  of  IAS  39  is  consistent  with  IAS  32;  however  there  are  a  number  of  additional 
exceptions  to  its  application.  These  include  rights  and  obligations  under  a  leasing 
arrangement  as  accounted  for  in  accordance  with  IAS  17  Leases.  However,  certain  elements 
of  a  lease  are  within  the  scope  of  IAS  39.  For  example  a  lease  receivable  recognised  by  a 
lessor  is  subject  to  IAS  39's  derecognition  and  impairment  provisions,  a  finance  lease 
obligation  of  a  lessee  is  subject  to  its  derecognition  criteria  and  IAS  39  applies  where  a  lease 
contains  what  is  called  an  embedded  derivative.  [IAS  39.2] 

An  equity  instrument  that  meets  the  definition  of  a  financial  instrument  but  is  an  investment  in 
an  associate,  subsidiary  or  joint  venture  is  not  subject  to  the  requirements  of  IAS  39,  nor  are 
certain  financial  guarantees  in  relation  to  non-payment  by  a  specified  debtor.  A  loan 
commitment  that  cannot  be  settled  by  the  payment  of  cash  or  another  financial  instrument  is 
also  outside  of  the  scope  of  IAS  39.  [IAS  39.2] 


A  loan  commitment  designated  as  a  financial  liability  at  fair  value  with  the  changes  in  fair 
value  reported  directly  in  profit  or  loss  is  specifically  identified  as  being  within  the  scope  of 
IAS  39.  [IAS  39.4] 

Liabilities  in  relation  to  financial  guarantee  contracts  are  within  the  scope  of  IAS  39.  A 
financial  guarantee  contract  is  defined  as  being  one  that  requires  the  issuer  to  make  specified 
payments  to  reimburse  any  loss  that  the  holder  may  make  where  the  debtor  has  failed  to 
make  the  required  payments  when  they  were  due  as  set  out  in  the  terms  of  the  debt 
instrument. 


10  Recognition  and  Measurement  of  Financial  Instruments 

A  financial  asset  or  financial  liability  should  be  recognised  when  an  entity  enters  into  the 
contractual  provisions  of  the  financial  instrument.  [IAS  39.14] 

The  value  at  which  a  financial  asset  or  financial  liability  should  originally  be  measured  is  its 
fair  value  plus,  in  certain  circumstances,  any  directly  attributable  transaction  costs,  such  as 
fees  and  commissions  paid  to  brokers  and  advisors.  [IAS  39.43] 

For  subsequent  measurement  of  financial  assets,  the  treatment  depends  on  the 
categorisation  of  the  financial  asset,  as  explained  below. 

Where  an  entity  holds  investments  in  equity  instruments  that  do  not  have  a  quoted  price  in  an 
active  market  and  it  is  not  possible  to  calculate  their  fair  values  reliably,  they  should  be 
measured  at  cost.  Derivatives  that  are  linked  to  such  investments,  or  require  the  delivery  of 
such  an  investment,  should  also  be  measured  at  cost.  [IAS  39.46] 

An  entity  is  required  to  consider  whether  financial  assets  are  impaired  (carried  at  more  than 
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their  recoverable  amount)  at  the  end  of  each  reporting  period.  Impairment  is  where  an  event 
has  occurred  after  the  initial  recognition  of  a  financial  asset  and  that  event  results  in  a 
detrimental  effect  on  the  cash  flows  expected  in  relation  to  the  item.  No  account  is  taken  of 
losses  that  are  expected  to  arise  as  a  result  of  future  events.  [IAS  39.58] 

10.1  Financial  assets 

IAS  39  defines  four  categories  of  financial  instrument: 

■  a  financial  asset  (or  liability)  at  fair  value  through  profit  and  loss; 

■  held-to-maturity  investments; 

■  loans  and  receivables;  and 

■  available-for-sale  financial  assets. 

10.1.1  Financial  asset/liability  at  fair  value  through  profit  or  loss 

This  measurement  basis  results  in  the  financial  asset  or  liability  being  remeasured  at  fair 
value  at  the  end  of  each  reporting  period,  with  changes  in  fair  value  being  recognised  as  part 
of  the  profit  or  loss  for  the  period.  This  treatment  is  required  for  financial  assets  classified  as 
held  for  trading.  [IAS  39.9] 

To  be  classified  as  held  for  trading  the  financial  asset  should  have  been  acquired  for  the 
purpose  of  selling  or  repurchasing  it  in  the  short-term.  Alternatively,  the  financial  asset  should 
be  part  of  a  portfolio  of  identified  financial  instruments  that  are  managed  together.  In  this  case 
there  should  also  be  evidence  that  the  entity  has  made  profits  from  the  turnover  of  such  items 
in  the  short-term.  [IAS  39.9] 

A  derivative  (as  defined  above)  is  generally  classified  as  a  financial  instrument  held  for 
trading.  [IAS  39.9] 

A  financial  instrument  may  also  be  recognised  at  fair  value,  with  changes  recognised  directly 
in  profit  or  loss,  where  an  entity  chooses  (i.e.  designates)  this  treatment  when  the  financial 
instrument  is  first  recognised.  However,  in  June  2005  an  amendment  was  made  to  IAS  39  to 
restrict  the  use  of  this  fair  value  option  to  circumstances  where  specific  criteria  are  met  only. 
[IAS  39.9] 

Designation  is  only  permitted  when  it  results  in  more  relevant  information  because  it 
eliminates,  or  reduces,  a  measurement  or  recognition  inconsistency  that  would  otherwise 
arise.  An  example  would  be  if  an  entity  had  financial  assets  that  were  measured  at  fair  value 
with  gains  or  losses  being  recognised  in  equity  but  its  related  financial  liabilities  were 
amortised  and  therefore  had  a  direct  impact  on  the  profit  or  loss  for  the  period.  In  such 
circumstances,  by  using  the  at  fair  value  through  profit  or  loss  approach,  the  gains  and  losses 
from  both  the  financial  asset  and  related  financial  liability  would  be  recognised  directly  in  profit 
or  loss. 

Other  criteria  for  using  the  at  fair  value  through  profit  or  loss  approach  is  when  a  group  of 
financial  assets  and  financial  liabilities  is  evaluated  on  a  fair  value  basis  for  internal  risk 
management  purposes  and  therefore  forms  the  basis  on  which  information  is  presented  to 
management.  The  fair  value  through  profit  or  loss  approach  may  also  be  used  for  contracts 
containing  one  or  more  embedded  derivatives,  subject  to  restrictions  on  the  impact  of  the 
embedded  derivative.  [IAS  39.11  A] 

Financial  assets  that  are  classified  as  held  for  trading,  or  where  the  entity  has  chosen  the  fair 
value  measurement  option,  as  described  above,  should  be  remeasured  affair  value  at  the 
end  of  each  reporting  period.  No  deduction  is  made  for  the  transaction  costs  that  may  be 
incurred  on  the  disposal  of  the  financial  asset.  All  movements  in  fair  value  are  recognised 
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directly  in  profit  or  loss  for  the  period.  [IAS  39.46,  39.55] 

10.1.2  Held-to-maturity  investments 

A  financial  asset  (one  that  is  not  a  derivative)  that  has  fixed,  or  determinable,  payments  and  a 
fixed  maturity  date  is  classified  as  a  held-to-maturity  investment,  provided  the  entity  intends  to 
hold  it  until  its  maturity  and  has  the  ability  to  do  so.  [IAS  39.9] 

Financial  assets  that  meet  the  definition  of  a  held-to-maturity  investment  may  also  be 
classified  as  held  at  fair  value,  as  discussed  above,  or  as  an  available-for-sale  financial  asset. 
A  financial  asset  will  not  meet  the  definition  of  a  held-to-maturity  investment  where  it  meets 
the  definition  of  a  loan  or  receivable.  [IAS  39.9] 

An  entity  is  prohibited  from  classifying  financial  assets  as  held-to-maturity  if,  in  the  recent  past 
(i.e.  within  the  current  or  two  preceding  years),  it  has  sold  or  reclassified  more  than  an 
insignificant  amount  of  such  investments  before  their  maturity  dates.  This  prohibition  is  not 
applicable  where  the  sale  of  a  held-to-maturity  investment  was  so  close  to  its  maturity  date 
that  the  difference  in  fair  value  was  minimal,  or  where  the  sale  is  after  the  entity  has  received 
substantially  all  the  principal  amount  of  the  financial  asset.  Also,  if  the  sale  was  a  one-off 
unanticipated  event  beyond  the  entity's  control,  then  the  prohibition  does  not  apply.  [IAS  39.9] 

After  initial  recognition  at  fair  value,  a  financial  asset  classified  as  a  held-to-maturity 
investment  should  be  measured  at  "amortised  cost  using  the  effective  interest  method". 
[IAS  39.46] 

The  amortised  cost  of  a  financial  asset  is  the  initial  amount  recognised  in  respect  of  the 
financial  asset,  less  any  repayments  of  the  principal  sum  (not  payments  of  interest  or  other 
financing  costs)  and  plus  or  minus  any  amortisation.  The  amortisation  of  the  financial  asset  is 
calculated  by  applying  the  effective  interest  method  to  spread  the  financing  cost  over  the 
period  to  maturity  (i.e.  the  difference  between  the  initial  amount  recognised  for  the  financial 
asset  and  the  amount  receivable  at  maturity).  [IAS  39.9] 

The  effective  interest  rate  is  the  rate  that  exactly  discounts  the  scheduled  cash  flows  payable 
or  receivable  across  the  expected  life  of  the  financial  instrument.  [IAS  39.9] 

Amortisation,  and  write  downs  where  the  value  of  the  financial  asset  is  impaired  (i.e.  its 
carrying  amount  exceeds  its  recoverable  amount),  should  be  reported  directly  in  profit  or  loss 
in  the  period  in  which  the  amortisation/impairment  occurs.  Any  profit  or  loss  on  disposal  of  the 
financial  asset  should  also  be  recognised  directly  in  profit  or  loss  for  the  period.  [IAS  39.56] 

An  impairment  loss  should  be  calculated  as  being  the  difference  between  the  asset's  carrying 
amount  and  the  present  value  of  the  future  cash  flows  expected  to  arise  from  the  financial 
asset.  The  present  value  should  be  calculated  by  discounting  the  cash  flows  at  the  original 
effective  interest  rate  used  for  amortisation  purposes.  [IAS  39.63] 

A  decrease  in  a  previously  recognised  impairment  should  be  recognised  as  a  reversal  of  the 
original  impairment.  The  financial  asset's  carrying  amount  should  not  exceed  the  amount  of 
its  amortised  cost,  had  the  original  impairment  not  arisen.  [IAS  39.65] 

10.1.3  Loans  and  receivables 

A  non-derivative  financial  asset  that  has  fixed,  or  determinable,  payments  (but  no  fixed 
maturity  date)  and  is  not  quoted  in  an  active  market,  is  classified  as  a  loan  or  receivable. 
Exceptions  to  this  general  classification  are  where  it  is  classified  as  held  for  trading  because 
the  entity  intends  to  sell  it  in  the  short-term,  or  where  the  entity  may  not  substantially  recover 
the  initial  investment.  [IAS  39.9] 

An  entity  may  still  choose  to  classify  a  financial  asset  as  available-for-sale  or  at  fair  value  with 
changes  being  recognised  directly  in  profit  or  loss,  even  where  it  meets  the  definition  of  a  loan 
or  receivable.  [IAS  39.9] 
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A  financial  asset  classified  as  a  loan  or  receivable  should  be  measured  at  "amortised  cost 
using  the  effective  interest  method"  following  initial  recognition  at  fair  value,  i.e.  on  the  same 
measurement  basis  as  that  used  for  held-to-maturity  investments.  [IAS  39.46] 

Amortisation,  and  write  downs  where  the  value  of  the  financial  asset  is  impaired,  should  be 
reported  directly  in  profit  or  loss  for  the  period.  Any  profit  or  loss  on  disposal  of  the  financial 
asset  should  also  be  recognised  directly  in  profit  or  loss.  [IAS  39.56] 

An  impairment  loss  should  be  calculated  and  treated  in  the  same  way  as  that  for  a  held-to- 
maturity  investment,  as  discussed  above. 

10.1.4  Available-for-sale  financial  assets 

An  available-for-sale  financial  asset  is  one  that  has  been  designated  as  such  or  has  not  been 
classified  under  the  above  three  categories.  [IAS  39.9] 

Available-for-sale  financial  assets  should  be  measured  at  their  fair  value  at  the  end  of  each 
reporting  period.  [IAS  39.46] 

The  gain  or  loss  arising  from  fair  valuing  the  financial  asset  at  the  end  of  each  reporting 
period  should  be  recognised  in  other  comprehensive  income.  On  disposal,  the  cumulative 
gains  and  losses  recognised  in  other  comprehensive  income  will  be  reclassified  from  equity  to 
profit  or  loss  as  a  reclassification  adjustment.  [IAS  39.55] 


Illustration  4 

An  entity  classifies  as  available-for-sale  a  financial  asset  with  a  fair  value  on  initial 
recognition  of  CU150.  At  31  December  2006  the  cumulative  gains  recognised  in  respect  of 
this  asset  in  other  comprehensive  income  are  CU50. 

On  31  December  2007  the  entity  disposes  of  the  asset  for  CU320. 

Profit  or  loss  for  the  year  will  include: 

Gain  on  sale  of  available-for-sale  investments  CU120 
(CU320  proceeds  -  CU200  carrying  amount  (CU150  +  CU50)) 

Reclassified  to  profit  or  loss  CU50 

(recognised  in  other  comprehensive  income  for  the  year  ended  31  December  2006) 


Where  a  reduction  in  the  value  of  an  available-for-sale  financial  asset  has  been  recognised 
directly  in  other  comprehensive  income  but  there  is  now  evidence  that  the  asset  is  impaired, 
the  cumulative  loss  that  was  previously  recognised  in  other  comprehensive  income  should  be 
reclassified  from  equity  to  profit  or  loss.  The  amount  of  the  loss  reclassified  from  equity  should 
be  the  difference  between  the  carrying  amount  of  the  asset  and  its  current  fair  value,  less  any 
previously  recognised  impairment  losses.  [IAS  39.67,  39.68] 

An  impairment  recognised  in  profit  or  loss  in  respect  of  an  available-for-sale  equity  instrument 
should  not  be  reversed  through  profit  or  loss  in  future  periods. 

However,  if  an  impairment  related  to  an  available-for-sale  debt  instrument  subsequently 
reverses,  this  reversal  should  be  recognised  in  profit  or  loss.  [IAS  39.69,  39.70] 

10.1.5  Summary  of  treatment  of  financial  assets 

The  table  below  summaries  the  accounting  treatment  for  financial  assets,  as  discussed 
above. 
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Asset 

Sub-category 

Description 

Measurement 
after  initial 
recognition 

Recording  of 
changes 

Financial  assets 
at  fair  value 
through,  profit  or 
loss 

Designated 

Any  financial 
asset 

designated  on 
initial 

recognition  and 
meeting  the 
specified 
recognition 
criteria 

Fair  value 

Profit  or  loss 

Held  for  trading 

Financial  assets 
held  for  the 
purpose  of 
selling  in  the 
short  term.  This 
will  include  most 
derivatives 

Available-for- 
sale  financial 
assets 

None 

Non-derivative 
financial  assets 
designated  by 
an  entity  as 
available-for- 
sale,  or  not 
falling  under  the 
other  three 
classifications 

Other 

comprehensive 
income,  except 
for  impairment 
losses 

Loans  and 
receivables 

None 

Non-derivative 
financial  assets 
with  fixed  or 
determinable 
payments,  other 
than  those 
quoted  in  a 
market  and 
those 

designated  as 
held  for  trading 
or  available-for- 
sale 

Amortised  cost 

Profit  or  loss 

Held-to-maturity 
investments 

None 

Non-derivative 
financial  assets 
with  fixed  or 
determinable 
payments  and 
fixed  maturity 
dates,  where  the 
entity  has  the 
intention  and 
ability  to  hold 
them  long  term 
and  they  are  not 
classified  as  any 
of  the  above 
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10.2  Financial  liabilities 

Following  initial  recognition,  financial  liabilities  are  generally  measured  at  "amortised  cost 
using  the  effective  interest  method".  The  principles  for  amortised  cost  and  the  use  of  the 
effective  interest  method  are  discussed  above  in  relation  to  financial  assets.  [IAS  39.47] 

However,  an  entity  is  permitted  to  designate  financial  liabilities  as  at  fair  value  through  profit 
or  loss  in  specific  circumstances,  as  discussed  above.  [IAS  39.47] 

Where  a  derivative  liability  is  linked  to,  or  to  be  settled  by,  the  transfer  of  an  unquoted  equity 
instrument  whose  fair  value  cannot  be  measured  reliably,  it  should  be  measured  at  cost. 
[IAS  39.47] 

If  a  financial  asset  is  transferred  but  cannot  be  derecognised  because  the  entity  continues  to 
have  some  involvement  in  it,  any  financial  liability  associated  with  it  should  be  measured 
under  special  rules  (as  explained  below).  [IAS  39.47] 

10.3  Determining  fair  value 

As  defined  above,  fair  value  is  the  value  that  an  asset  or  liability  can  be  exchanged  for  in  an 
arm's  length  purchase  or  sale. 

There  is  a  presumption  in  the  definition  of  fair  value  that  an  entity  will  continue  into  the 
foreseeable  future,  i.e.  it  is  a  going  concern  (as  set  out  in  the  IASB  Framework  and  IAS  1 
Presentation  of  financial  statements). 

Where  a  quoted  market  price  exists  for  a  financial  asset  or  liability,  this  will  be  its  fair  value, 
representing  the  price  which  an  entity  could  obtain  for  the  asset,  or  at  which  it  could  settle  the 
liability,  at  the  end  of  the  reporting  period. 

The  appropriate  market  price  is  usually  the  current  bid  price  for  an  asset  held  and  financial 
liability  to  be  issued,  and  the  asking  price  for  a  liability  held  and  an  asset  to  be  acquired.  The 
bid  price  for  an  asset  is  the  price  which  a  third  party  is  willing  to  pay  to  acquire  it,  while  the 
asking  price  for  an  asset  is  the  lowest  price  at  which  a  third  party  will  sell  it. 

Where  bid  and  asking  prices  are  not  available,  the  price  to  be  used  is  that  at  which  the  latest 
transaction  occurred,  assuming  that  there  has  not  been  a  significant  change  in  the  fair  value 
of  the  financial  instrument  since  that  date. 

If  there  is  no  active  market  for  a  financial  instrument,  then  its  fair  value  should  be  estimated 
by  using  valuation  techniques.  In  using  such  techniques,  a  more  reliable  estimate  should  be 
achievable  by  using  as  many  market  inputs  as  possible  and  hence  as  little  reliance  as 
possible  is  placed  on  entity  specific  inputs.  Valuation  techniques  should  also  take  into  account 
any  recent  transactions  that  have  taken  place  between  willing  parties,  and  the  fair  value  of 
similar  financial  instruments. 

10.4  IFRIC  2  Members'  shares  in  co-operative  entities  and  similar 
instruments 

IFRIC  2  was  published  in  November  2004  to  provide  clarification  on  the  recognition  of 
members'  shares  in  co-operative  entities.  Members'  shares  in  co-operative  entities  have 
many  of  the  characteristics  of  equity,  but  such  a  share  may  also  provide  the  holder  with  the 
right  to  request  redemption  for  cash  or  another  financial  instrument.  It  is  not  uncommon  for 
such  rights  to  have  a  number  of  restrictions  attached  to  them. 

The  overriding  guidance  in  the  Interpretation  is  that  members'  shares  in  co-operative  entities 
that  carry  the  right  to  request  repayment  should  be  reported  as  liabilities  unless  the  entity  has 
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an  unconditional  right  to  refuse  redemption  of  a  member's  share  or  if  the  redemption  can  be 
prohibited  by  local  law,  regulation  or  through  the  entity's  governing  charter. 


11  Reclassifications 

Once  a  financial  asset  or  liability  is  classified  within  a  category,  it  should  only  be  reclassified  if 
certain  conditions  are  met. 

A  financial  asset  or  liability  should  not  be  reclassified  into,  or  out  of,  the  at  fair  value  through 
profit  or  loss  category.  [IAS  39.50] 

Where  the  circumstances  regarding  a  held-to-maturity  financial  asset  change  and  it  is  no 
longer  appropriate  for  it  to  be  classified  as  such,  it  should  be  reclassified  as  available-for-sale. 
Such  a  situation  arises  where  an  entity  changes  its  intentions,  by  deciding  to  sell  the  asset 
immediately,  rather  than  hold  it  to  maturity.  On  reclassification,  the  financial  asset  should  be 
measured  at  fair  value,  with  the  gain  or  loss  arising  on  reclassification  being  recognised  in 
other  comprehensive  income.  [IAS  39.51,  39.55] 

If  an  amount  of  a  held-to-maturity  asset  is  left  over  once  other  parts  of  such  an  item  have 
been  sold  before  their  maturity  date,  the  remaining  balance  should  be  reclassified  as 
available-for-sale.  [IAS  39.52] 

If  a  financial  asset  or  liability  was  not  measured  at  fair  value  solely  because  a  reliable 
measure  was  not  available,  and  such  a  reliable  measure  subsequently  becomes  available,  it 
should  be  measured  at  fair  value.  The  gain  or  loss  on  measuring  the  financial  instrument  at 
fair  value  should  be  recognised  in  profit  or  loss,  or  in  other  comprehensive  income  where  it 
arises  on  an  available-for-sale  financial  asset.  [IAS  39.53,  39.55] 

If  circumstances  change  such  that  it  is  no  longer  appropriate  to  continue  to  carry  a  financial 
asset  or  liability  at  fair  value,  then  the  carrying  amount  of  the  item  at  the  date  of  change  in 
measurement  should  be  considered  to  be  its  new  cost,  or  amortised  cost  as  appropriate. 
Such  circumstances  may  arise  from  a  change  in  intention  or  where  fair  value  can  no  longer 
be  measured  reliably,  although  this  is  rare  in  practice.  [IAS  39.54] 

Where  the  measurement  of  financial  assets  or  liabilities  has  changed  from  one  of  fair  value  to 
one  of  cost,  or  amortised  cost,  any  gain  or  loss  that  was  previously  recorded  in  other 
comprehensive  income  should  be  treated  in  the  following  way:  [IAS  39.54] 

■  in  the  case  of  a  financial  asset  classified  as  held-to-maturity,  any  gain  or  loss 
previously  recognised  as  part  of  equity  should  be  amortised  as  part  of  profit  or  loss 
over  the  remaining  period  to  maturity  based  on  the  effective  interest  method;  or 

■  where  the  financial  asset  does  not  have  a  fixed  maturity  date,  then  the  gain  or  loss 
should  remain  in  equity  until  the  financial  asset  is  sold,  at  which  point  the  gain  or  loss 
becomes  part  of  the  ultimate  profit  or  loss  on  disposal  recognised. 
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12  Derecognition 
12.1  Financial  assets 

IAS  39  includes  extensive  guidance  on  when  a  financial  instrument  should  be  derecognised, 
i.e.  removed  from  an  entity's  financial  statements.  A  financial  asset  will  generally  be 
derecognised  in  its  entirety.  But  there  are  circumstances  where  it  is  appropriate  only  to 
derecognise  part  of  it,  for  example  where  it  has  been  transferred  but  the  entity  retains  some  of 
the  risks  and  rewards  of  ownership.  [IAS  39.16] 

A  financial  asset  should  not  be  derecognised  where  the  entity  retains  substantially  all  the  risks 
and  rewards  of  ownership.  This  assessment  should  be  carried  out  by  comparing  the  risks  and 
rewards  held  by  the  entity  before  and  after  the  transfer.  [IAS  39.20] 

An  entity  should  derecognise  a  financial  asset  where  the  contractual  rights  to  the  future  cash 
flows  in  relation  to  the  instrument  expire,  or  where  the  financial  asset  has  been  transferred 
and  the  transfer  meets  the  criteria  for  derecognition.  [IAS  39.17] 

A  financial  asset  that  has  been  transferred  should  be  derecognised  if  the  entity  has 
transferred  all  the  contractual  rights  to  the  future  cash  flows  relating  to  the  asset  through  a 
sale,  for  example,  or  if,  while  retaining  the  contractual  rights  under  the  asset,  the  entity  has  an 
obligation  to  the  pay  out  those  future  cash  flows  to  a  third  party.  [IAS  39.18] 

Where  an  entity  has  such  an  obligation  (to  pay  out  the  future  cash  flows  relating  to  the  asset 
to  a  third  party),  the  asset  should  only  be  derecognised  if:  [IAS  39.19] 

■  the  entity  is  only  required  to  pay  out  the  cash  flows  to  the  third  party  if  it  receives  the 
original  cash  inflows  in  relation  to  the  specific  financial  asset; 

■  the  entity  is  not  permitted  to  use  the  financial  asset  as  security; 

■  the  entity  is  not  permitted  to  sell  the  financial  asset;  and 

■  the  entity  is  required  to  pass  on  the  cash  flows  received  in  relation  to  the  financial 
asset  without  any  significant  delay  to  the  third  party. 

12.1.1  Derecognition  in  its  entirety 

If  a  financial  asset  qualifies  for  derecognition  in  its  entirety,  the  entity  should  recognise  any 
profit  or  loss  made  on  its  derecognition  directly  as  part  of  profit  or  loss  for  the  period.  The 
profit  or  loss  is  calculated  by  comparing  the  asset's  carrying  amount  in  the  statement  of 
financial  position  with  the  aggregate  of  any  payment  received  and  gains  or  losses  reported  in 
equity  in  relation  to  the  financial  asset.  [IAS  39.26] 

If  the  financial  asset  meets  the  criteria  to  be  derecognised  but  the  entity  retains  some  future 
rights  to  cash  flows  in  relation  to  the  asset,  for  example  by  servicing  the  asset  for  a  fee,  then 
the  treatment  above  should  still  be  applied  and  a  separate  asset  or  liability  should  be 
recognised  at  fair  value  for  the  rights  retained.  [IAS  39.24,  39.25] 

If  the  financial  asset  qualifying  for  derecognition  is  part  of  a  larger  financial  asset,  then 
derecognition  should  be  based  on  an  appropriate  apportionment  of  fair  values  of  the  larger 
asset,  compared  with  the  part  transferred.  [IAS  39.27] 

12.1.2  Continuing  involvement  after  a  transfer 

Where  an  entity  retains  some  of  the  risks  and  rewards  of  ownership  and  retains  control  of  the 
financial  asset,  the  entity  should  continue  to  recognise  the  asset  to  the  extent  of  its  continuing 
involvement.  The  level  of  continuing  involvement  is  based  on  the  entity's  exposure  to  changes 
in  the  fair  value  of  the  transferred  asset.  In  these  circumstances,  the  entity  should  also 
recognise  an  associated  liability.  The  liability  is  measured  so  that  the  net  amount  of  the  asset 
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and  liability  is  the  fair  value  of  the  amount  retained.  The  net  amount  is  measured  by  reference 
to  the  basis  appropriate  to  the  asset,  i.e.  either  amortised  cost  or  fair  value.  The  asset  and 
liability  should  be  presented  separately  and  not  offset  against  each  other. 
[IAS  39.30,  39.31,39.36] 

An  entity  should  continue  to  recognise  any  income  from  the  partially  transferred  financial 
asset  to  the  extent  of  its  retained  involvement.  [IAS  39.32] 

Subsequent  remeasurements  in  the  financial  asset  and  liability  should  be  treated  consistently 
with  the  general  requirements  of  IAS  39,  and  the  respective  gains  and  losses  should  be 
reported  separately  (i.e.  not  offset  against  one  another).  [IAS  39.33] 

12.2  Financial  liabilities 

A  financial  liability  should  be  derecognised  when  an  entity  discharges  the  obligations 
specified  in  the  contract,  or  they  expire.  [IAS  39.39] 

Where  a  financial  liability  is  exchanged  with  a  third  party  for  another  financial  liability  that  has 
substantially  different  terms,  the  original  liability  should  be  derecognised  and  a  new  liability 
recognised.  [IAS  39.40] 

A  profit  or  loss  on  the  exchange,  or  transfer,  of  a  financial  liability  should  be  recognised 
directly  as  part  of  the  profit  or  loss  for  the  period  and  is  calculated  as  being  the  difference 
between  the  carrying  amount  of  the  financial  liability  extinguished  and  any  consideration 
(cash  paid  or  another  liability  assumed)  given  by  the  entity.  [IAS  39.41] 
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13  Hedging  Transactions 

Hedging  is  a  risk  management  technique,  whereby  an  entity  tries  to  reduce  the  impact  of 
future  potential  losses  or  costs. 


Illustration  5 

Alpha  enters  into  a  contract  to  acquire  a  new  piece  of  machinery  from  Beta,  an  overseas 
entity.  The  machinery  costs  R$1 00,000  and  is  payable  in  one  year's  time.  Alpha's  operating 
currency  is  CU  and  the  current  exchange  rate  is  CU1 :  R$2. 

Alpha  has  the  exchange  risk  associated  with  the  contract.  To  eliminate  this  risk  Alpha  enters 
into  a  forward  contract  to  acquire  R$1 00,000  in  one  year's  time  at  the  current  exchange  rate. 

In  one  year's  time  when  Alpha  has  to  pay  R$1 00,000  to  Beta  for  the  machinery,  it  can 
exercise  the  forward  contract.  Alpha  will  therefore  have  paid  CU50,000  for  the  machinery 
regardless  of  whether  the  exchange  rate  has  moved. 


Hedge  accounting  is  where  the  related  changes  in  the  fair  values  of  a  financial  asset  and  a 
financial  liability  are  offset  against  each  other  in  some  way.  In  order  to  use  hedge  accounting, 
an  entity  will  have  a  hedging  instrument  and  a  hedged  item. 

The  'hedged  item'  is  an  asset  or  liability,  or  a  transaction  that  exposes  the  entity  to  risks  in  the 
changes  in  fair  value  or  future  cash  flows.  In  order  for  the  item,  or  transaction,  to  be  classified 
as  a  hedged  item  for  accounting  purposes,  it  should  be  specifically  designated  as  being 
hedged.  In  the  illustration  above,  the  payment  of  the  R$1 00,000  to  Beta  is  the  hedged  item. 
[IAS  39.9] 

The  'hedging  instrument'  is  a  financial  instrument  (which  may  be  a  derivative)  that  is 
designated  as  being  the  hedging  instrument  "whose  fair  value  or  cash  flows  are  expected  to 
offset  changes  in  the  fair  value  or  cash  flows  of  a  designated  hedged  item".  In  the  illustration 
above,  the  forward  contract  to  buy  the  foreign  currency  is  the  hedging  instrument.  [IAS  39.9] 

All  derivatives  may  be  identified  as  hedging  instruments,  but  a  non-derivative  financial  asset 
or  liability  may  be  a  hedging  instrument  only  where  it  is  hedging  foreign  currency  risk.  For 
accounting  purposes  only,  hedging  instruments  should  involve  external  parties  to  the  entity. 

An  entity  may  designate  a  proportion  of  a  hedging  instrument  to  a  hedged  item. 

Hedging  relationships  fall  under  three  categories:  [IAS  39.86] 

■  a  fair  value  hedge,  which  hedges  the  exposure  to  changes  in  fair  value  of  an  item  or 
transaction; 

■  a  cash  flow  hedge,  which  hedges  the  exposure  to  changes  in  expected  cash  flows; 
and 

■  a  hedge  of  a  net  investment  in  a  foreign  operation  as  defined  in  IAS  21  The  effects  of 
changes  in  foreign  exchange  rates.  Such  hedges  reduce  the  exposure  of  an  entity 
where  it  has  overseas  operations  and  is  accounted  for  as  if  it  were  a  cash  flow  hedge. 

13.1  Qualifying  for  hedge  accounting 

A  hedging  relationship  only  qualifies  for  hedge  accounting  if  a  number  of  stringent  conditions 
are  met:  [IAS  39.88] 

■  an  entity  should  formally  designate  and  document  a  hedging  relationship  when  it  is 
entered  into.  The  formal  documentation  should  include  the  identification  of  the 
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hedged  item,  the  hedging  instrument  and  the  risks  that  are  being  hedged; 

■  the  hedging  instrument  should  be  'highly  effective'  in  offsetting  the  changes  in  fair 
value  or  cash  flows  of  the  hedged  item  and  should  be  capable  of  being  measured 
reliably; 

■  for  a  forecast  transaction  that  is  classified  as  a  cash  flow  hedge,  the  occurrence  of 
the  transaction  should  be  highly  probable  and  lead  to  exposure  to  differences  in 
resulting  cash  flows;  and 

■  the  hedge  is  continually  assessed  for  effectiveness  and  determined  actually  to  have 
been  highly  effective. 

The  effectiveness  of  a  hedge  is  the  level  to  which  a  hedging  instrument  offsets  the  changes  in 
fair  value  or  cash  flows  in  their  entirety.  For  a  hedge  to  be  classified  as  effective,  IAS  39 
requires  that  it  should  be  within  the  range  of  80-125%. 


Illustration  6 

An  entity  has  entered  into  a  hedging  relationship.  At  the  year-end  the  entity  assesses  the  fair 
value  of  the  hedged  item  and  hedging  instrument,  and  the  following  gains  and  losses  arise: 

Hedged  item  -  gain  of  CU500 

Hedging  instrument  -  loss  of  CU600 

The  effectiveness  of  the  hedge  is  calculated  as: 

CU600  /  CU500  =  120%  -  the  hedge  is  therefore  assessed  as  being  highly  effective. 

13.2  Hedge  accounting 

13.2.1  Fair  value  hedge 

If  a  fair  value  hedge  meets  the  conditions  for  hedge  accounting,  then  the  hedging  instrument 
should  be  remeasured  at  fair  value,  with  the  gain  or  loss  being  recognised  in  profit  or  loss. 
The  gain  or  loss  on  the  change  in  fair  value  of  the  hedged  item  that  is  attributable  to  the 
hedged  risk  should  also  be  recognised  in  profit  or  loss.  This  treatment  applies  even  if  the 
hedged  item  is  an  available-for-sale  investment.  [IAS  39.89] 

13.2.2  Cash  flow  hedge 

A  cash  flow  hedge  that  meets  the  criteria  for  hedge  accounting  should  be  split  between  the 
proportion  of  the  hedging  instrument  that  is  effective  and  that  which  is  ineffective.  The 
effective  proportion  should  be  recognised  in  other  comprehensive  income,  and  any  ineffective 
element  should  be  recognised  directly  in  profit  or  loss  for  the  period.  [IAS  39.95] 

Illustration  7 

An  entity  has  hedged  future  cash  flows  on  a  financial  liability  using  an  interest  related 
derivative.  The  effectiveness  of  the  hedge  has  been  assessed  at  90%.  The  additional 
interest  costs  relating  to  the  derivative  are  CU20,000. 

CU1 8,000  of  the  interest  costs  are  recognised  in  other  comprehensive  income.  The 
CU2,000  remaining  (the  ineffective  portion)  is  recognised  in  profit  or  loss  for  the  period. 
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13.2.3  Hedge  of  a  net  investment  in  a  foreign  operation 

Hedging  of  a  net  investment  in  a  foreign  operation  is  discussed  in  Chapter  19.  However,  an 
amendment  was  made  to  IAS  39  in  2005  to  extend  the  use  of  hedge  accounting  in 
consolidated  financial  statements  for  intragroup  transactions  where  the  group  has  exposure  to 
foreign  currency  risk  in  respect  of  a  forecast  intragroup  transaction.  To  qualify  as  a  hedge 
accounting  transaction,  it  must  result  in  an  impact  on  profit  or  loss.  If  no  such  impact  arises, 
the  transaction  cannot  qualify  as  a  hedged  item. 

Examples  of  such  transactions  are  provided  in  the  application  guidance  to  IAS  39  and  include 
the  manufacture  of  a  piece  of  machinery  by  one  group  entity  that  will  be  sold  for  use  by 
another  group  entity.  Such  a  transaction  may  result  in  foreign  currency  exposure  being 
recognised  in  the  consolidated  financial  statements  if  the  machinery  was  denominated  in  a 
foreign  currency  other  than  the  functional  currency  of  the  purchasing  entity  and  the  machine 
is  depreciated  each  period. 


14  Embedded  Derivatives 

Some  contracts  that  are  not  themselves  financial  instruments  may  nonetheless  have  financial 
instruments  embedded  in  them.  For  example,  a  contract  to  purchase  a  commodity  at  a  fixed 
price  for  delivery  at  a  future  date  has  embedded  in  it  a  derivative  that  is  indexed  to  the  price  of 
the  commodity.  These  are  known  as  'embedded  derivatives'. 

Embedded  derivatives  should  be  separated  from  the  underlying  contract,  known  as  the  host 
contract,  for  accounting  purposes  where  certain  criteria  apply.  The  embedded  derivative 
should  be  separated  when:  [IAS  39.11] 

■  it  is  considered  not  to  be  closely  related  to  the  host  contract.  This  relationship  is 
assessed  based  on  the  characteristics  and  risks  of  each  of  the  embedded  derivative 
and  the  host  contract; 

■  a  separate  instrument  that  had  the  same  characteristics  and  terms  as  the  embedded 
derivative  would  be  defined  as  a  derivative;  and 

■  the  combined  instrument  (the  host  contract  and  the  embedded  derivative)  are  not 
measured  at  fair  value  with  the  changes  being  recognised  directly  in  profit  or  loss  for 
the  period. 

If  the  embedded  derivative  meets  the  criteria  for  separate  recognition,  then  the  resulting  host 
contract  should  either  be  accounted  for  in  accordance  with  the  requirements  of  IAS  39  if  it  is  a 
financial  asset  or  liability,  or  another  appropriate  standard  if  it  is  not.  [IAS  39.1 1] 

If  an  embedded  derivative  meets  the  criteria  to  be  separated  from  its  host  contract  but  its 
value  cannot  be  separately  measured,  then  it  should  be  measured  as  a  combined  financial 
asset  or  liability  at  fair  value  through  profit  or  loss.  [IAS  39.12] 

IFRIC  9  Reassessment  of  embedded  derivatives  was  issued  in  March  2006  to  clarify  certain 
aspects  of  the  treatment  of  embedded  derivatives  under  IAS  39.  The  Interpretation  sets  out 
that  an  entity  should  not  reassess  the  separation  of  an  embedded  derivative  unless  there 
have  been  significant  changes  made  to  the  original  contract. 
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15  Disclosure 

Disclosures  should  be  made  to  provide  users  of  the  financial  statements  with  an 
understanding  of  the  effect  that  financial  instruments  have  had  on  an  entity's  financial 
performance,  position  and  cash  flows.  IFRS  7  Financial  instruments:  Disclosure  requires  a 
number  of  disclosures  to  be  made  that  will  help  meet  this  objective. 

15.1  Objectives  and  Scope  of  IFRS  7 

Information  concerning  an  entity's  exposure  to  risk  and  how  the  entity  manages  that  risk 
continues  to  be  important  when  assessing  an  entity's  financial  position  and  performance.  The 
IASB  issued  IFRS  7  because  it  felt  that  existing  standards  needed  to  be  improved  to  ensure 
that  disclosures  made  in  this  area  provided  greater  transparency  of  information  to  allow  users 
to  better  assess  the  risks  that  an  entity  is  exposed  to. 

IFRS  7  was  published  in  August  2005  and  replaced  IAS  30  Disclosure  in  the  financial 
statements  of  banks  and  similar  financial  institutions.  In  addition,  some  of  the  requirements  in 
IAS  32  Financial  instruments:  Disclosure  and  presentation  was  moved  from  IAS  32  to  the  new 
all  encompassing  IFRS  7;  as  a  result  IAS  32  was  renamed  to  IAS  32  Financial  instruments: 
Presentation. 

The  objective  of  IFRS  7  is  to  provide  information  which  allows  users  to  evaluate  the 
significance  of  financial  instruments  in  assessing  an  entity's  financial  performance  and 
position.  The  standard  specifically  requires  information  to  be  provided  about  the  risks  arising 
from  financial  instruments  held  by  an  entity  and  how  that  entity  manages  those  risks. 

IFRS  7  applies  to  all  entities  and  to  all  types  of  financial  instruments,  except  where  another 
standard  is  more  specific.  Exceptions  are  consistent  with  those  set  out  above  for  IAS  32. 

IFRS  7  applies  to  both  financial  instruments  that  have  been  recognised  in  accordance  with 
IAS  39  and  financial  instruments  that  have  not  been  recognised  in  the  financial  statements, 
for  example,  a  loan  commitment. 

As  set  out  above,  one  of  the  overall  objectives  of  IFRS  7  is  to  ensure  that  users  of  the 
financial  statements  can  adequately  evaluate  the  significance  that  financial  instruments  have 
in  the  assessment  of  financial  position  and  performance  of  an  entity.  To  meet  this  objective 
IFRS  7  sets  out  detailed  disclosure  requirements  in  relation  to  both  the  statement  of  financial 
position  and  the  statement  of  comprehensive  income.  [IFRS  7.7] 

15.2  Statement  of  financial  position 

An  entity  is  required  to  disclose  separately  the  carrying  amounts  of  each  class  of  financial 
asset  or  liability,  for  example,  held-to-maturity  investments,  loans  and  receivables,  available- 
for-sale  financial  assets,  financial  liabilities  measured  at  amortised  costs  and  financial  assets 
or  liabilities  measured  at  fair  value  through  profit  or  loss.  Additional  disclosure  requirements 
are  set  out  for  loans  and  receivables  and  financial  liabilities  designated  as  at  fair  value 
through  profit  or  loss,  as  set  out  below,  along  with  details  of  the  methods  used  to  prepare 
such  information. 
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Disclosure  requirements 

Loans  and 
receivables  so 
designated 

Financial 
liabilities  so 
designated 

The  maximum  exposure  to  credit  risk 

</ 

The  amount  that  any  related  financial  instrument  alleviates 
the  entity's  exposure  to  credit  risk 

</ 

The  amount  of  change,  both  during  the  period  and 
cumulatively,  in  the  fair  value  of  the  financial  instrument  that 
resulted  from  changes  in  credit  risk. 

</ 

</ 

The  amount  of  change,  both  during  the  period  and 
cumulatively,  in  the  fair  value  of  any  related  credit  derivative 
or  similar  instrument. 

^ 

The  difference  between  the  carrying  amount  and  amount 
that  the  entity  is  contractually  obliged  to  pay  at  maturity  of 
the  financial  instrument. 

^ 

15.2.1  Derecognition 

Where  an  entity  is  required  by  IAS  39  to  continue  to  recognise  a  financial  asset,  even  though 
it  has  entered  into  some  arrangement  to  transfer  it,  a  number  of  disclosures  should  be  made 
for  each  class  of  financial  asset  so  recognised.  This  information  should  include: 

■  the  nature  of  the  assets,  and  the  risks  and  rewards  of  ownership  that  the  entity 
continues  to  be  exposed  to; 

■  if  the  whole  of  the  asset  continues  to  be  recognised  by  the  entity,  its  carrying  amount 
along  with  that  of  the  associated  liability;  and 

■  where  part  of  the  asset  continues  to  be  recognised,  the  total  amount  of  the  asset 
originally  recognised,  the  amount  recognised  and  the  carrying  amount  of  the 
associated  liability. 

15.2.2  Collateral 

Where  financial  assets  have  been  pledged  as  collateral  for  liabilities,  or  contingent  liabilities, 
the  carrying  amount  of  the  financial  assets  should  be  disclosed  with  any  significant  terms  and 
conditions  attaching  to  them. 

15.2.3  Reclassification 

Where  a  financial  asset  has  been  reclassified  from  fair  value  to  one  measured  at  cost  (or 
amortised  cost)  or  vice  versa,  an  entity  is  required  to  disclose  the  amount  that  has  been 
reclassified  and  the  reason  for  the  reclassification. 

15.2.4  Defaults  and  breaches 

Where  an  entity  has  defaulted  on  any  amounts  in  relation  to  financial  instruments  for  which 
the  lender  can  demand  repayment,  the  entity  should  disclose  details  of  those  breaches.  This 
information  should  include  disclosure  of  the  amounts  recognised  in  the  statement  of  financial 
position  in  respect  of  such  defaulted  amounts  and  whether  or  not  the  default  has  been 
remedied  or  renegotiated.  [IFRS  7.18] 

15.2.5  Allowance  account  for  credit  losses 

If  a  financial  asset  has  become  impaired  by  credit  losses  and  the  impairment  has  not  been 
deducted  from  the  carrying  amount  of  the  financial  asset,  the  entity  is  required  to  provide  a 
reconciliation  of  movements  in  the  separate  account  where  the  credit  losses  were  recorded. 
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15.2.6  Multiple  embedded  derivatives 

If  an  entity  has  issued  a  compound  financial  instrument  (i.e.  where  there  is  both  a  liability  and 
an  equity  component)  that  contains  multiple  embedded  derivatives  that  are  interdependent, 
then  it  should  disclose  the  existence  of  such  instruments. 

15.3  Statement  of  comprehensive  income 

The  disclosure  requirements  in  relation  to  interest  income  and  expense,  gains  and  losses 
recognised  on  available-for-sale  financial  assets  and  impairment  losses  recognised  on 
financial  assets  have  been  included  in  IFRS  7.  These  disclosures  were  previously  included  in 
IAS  32. 

IFRS  7  disclosures  have  been  extended  to  show  the  net  gains  or  losses  on  financial  assets 
and  liabilities  by  class,  to  complement  the  disclosures  made  in  the  statement  of  financial 
position  regarding  movements  during  the  period. 

An  entity  should  disclose  the  net  gains  or  losses  on  the  movement  in  financial  assets  and 
liabilities  measured  at  fair  value  through  profit  or  loss.  These  disclosures  should  be  shown 
separately  for  financial  instruments  designated  as  such  on  their  initial  recognition  and  those 
that  are  classified  as  held  for  sale. 

Information  should  be  disclosed  to  identify  the  total  interest  income  and  total  interest  expense 
for  financial  assets  and  liabilities  that  are  not  measured  at  fair  value  though  profit  or  loss, 
amounts  recognised  in  other  comprehensive  income  for  available-for-sale  financial  assets 
and  the  amount  of  interest  income  accrued  on  impaired  financial  assets. 

Any  impairment  losses  recognised  in  profit  or  loss  for  each  class  of  financial  asset  should  be 
separately  identified. 

15.4  Other  disclosures 

An  entity  should  fully  explain  the  accounting  policies  that  have  been  applied  in  recognising 
and  measuring  its  financial  instruments,  including  the  entity's  policy  on  the  use  of  hedge 
accounting  and  the  techniques  used  for  measuring  fair  value. 

The  specific  disclosure  requirements  that  were  originally  set  out  in  IAS  32  in  relation  to  hedge 
accounting  have  been  expanded  to  ensure  that  a  full  assessment  can  be  made  of  the  risks 
associated  with  such  activities.  The  expanded  disclosures  specifically  in  relation  to  cash  flow 
hedges  include  the  periods  over  which  the  cash  flows  are  expected  to  arise  and  consequently 
when  they  will  impact  profit  or  loss.  A  description  of  any  transaction  that  is  no  longer  being 
hedged  and  any  ineffective  proportion  of  a  hedge  that  has  been  recognised  as  part  of  profit  or 
loss  for  the  period  should  also  be  disclosed. 

For  fair  value  hedges,  an  entity  should  disclose  both  the  gains  and  losses  made  on  the 
hedging  instrument  and  those  on  the  hedged  item  itself. 

The  disclosures  made  by  an  entity  should  meet  the  overall  objective  of  providing  more 
transparent  information  about  the  risks  that  exist  in  relation  to  its  financial  instruments  and 
how  it  controls  those  risks.  Although  an  entity  should  make  sufficient  disclosures  to  meet  this 
overall  objective,  the  IASB  has  included  specific  disclosures  that  are  required  to  be  made  by 
an  entity  in  relation  to  fair  value. 

15.4.1  Fair  value 

An  entity  should  provide  information  on  the  fair  value,  at  the  end  of  each  reporting  period,  of 
financial  assets  and  financial  liabilities  analysed  over  their  different  classes.  This  information 
is  required  to  be  presented  in  a  way  that  permits  a  comparison  to  be  made  between  the  fair 
values  and  the  carrying  amounts  recognised  in  the  statement  of  financial  position. 
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If  the  original  amount  at  which  a  financial  instrument  has  been  recognised  (its  assumed  fair 
value)  is  different  from  the  amount  that  would  have  been  calculated  using  a  suitable  valuation 
technique,  an  entity  should  disclose  the  accounting  policy  that  it  uses  to  recognise  the 
difference  and  the  amount  of  any  difference  not  yet  recognised  as  part  of  the  profit  or  loss  for 
the  period. 

The  carrying  amount  of  short-term  trade  receivables  and  payables  is  likely  to  be  a  reasonable 
approximation  to  fair  value,  so  no  fair  value  information  is  specifically  required. 

If  an  entity  cannot  measure  reliably  the  fair  value  of  unquoted  investments  or  related 
derivatives  (and  they  have  therefore  been  measured  at  cost  under  IAS  39),  this  fact  should  be 
disclosed,  along  with  the  reasons  why  it  is  not  possible  to  measure  fair  value  reliably.  A 
description  of  the  financial  instruments  should  also  be  disclosed,  and  the  carrying  amount  for 
such  items.  Information  should  also  be  provided  about  the  market  for  such  financial 
instruments  and  whether  the  entity  intends  to  dispose  of  them,  and  if  so,  how. 

Information  should  be  disclosed  about  the  methods  and  significant  assumptions  used  by  an 
entity  in  determining  the  fair  value  of  financial  assets  and  financial  liabilities.  These 
disclosures  should  include  whether  the  fair  value  was  determined  on  the  basis  of  published 
prices  in  an  active  market  or  estimated  by  valuation  techniques.  Where  changes  in  the 
assumptions  used  in  valuation  techniques  would  significantly  impact  the  measurement  of  fair 
value  of  financial  assets  and  liabilities,  this  fact  should  be  disclosed  along  with  the  potential 
impact  from  such  changes. 

An  entity  should  also  disclose  the  change  in  fair  value  recognised  in  profit  or  loss  that  resulted 
from  estimates  using  valuation  techniques,  rather  than  by  reference  to  published  prices  in  an 
active  market. 

15.5  Nature  and  extent  of  risks 

Disclosures  should  be  made  to  ensure  that  the  nature  and  extent  of  risks  arising  from  the  use 
of  financial  instruments  can  be  assessed  by  users  of  the  financial  statements.  The  specific 
disclosures  required  focus  on  how  the  risks  arising  from  financial  instruments  are  managed  by 
an  entity.  These  disclosures  are  broken  down  into  qualitative  and  quantitative  in  nature. 

The  qualitative  disclosures  focus  on  the  exposure  to  risk,  how  the  risk  arises  as  well  as  an 
entity's  policy  on  managing  those  risks,  including  its  processes  for  monitoring  such 
information. 

Quantitative  disclosures  are  included  to  ensure  that  users  understand  the  potential  impact 
that  risks  from  financial  instruments  may  have  on  an  entity's  financial  position  and 
performance  in  a  period.  IFRS  7  specifically  states  that  such  quantitative  information  should 
be  consistent  with  internal  management  information.  The  quantitative  information  should  be 
split  between  the  different  risks,  generally  being  credit  risk,  liquidity  risk  and  market  risk. 

Credit  risk  is  the  risk  that  an  entity  has  in  relation  to  the  non-recoverability  of  financial  assets 
recognised  in  the  statement  of  financial  position.  Information  on  credit  risk  will  typically 
include  a  description  of  any  collateral  held  as  security  by  an  entity,  details  about  any  financial 
assets  that  have  become  impaired,  a  description  of  the  credit  quality  of  financial  assets  held 
as  well  as  information  on  financial  assets  that  should  have  been  paid  by  the  third-party  by  the 
end  of  the  reporting  period  but  have  been  renegotiated. 

Liquidity  risk  is  the  risk  that  an  entity  will  not  have  sufficient  funds  available  to  meet  its 
obligations  as  they  fall  due.  It  is  usually  explained  by  providing  information  on  the  maturity  of 
an  entity's  financial  liabilities.  This  usually  includes  information  about  the  remaining 
contractual  term  on  such  instruments  along  with  details  about  how  an  entity  manages  such 
risk. 

A  sensitivity  analysis,  along  with  an  explanation  of  how  such  an  analysis  was  determined  and 
whether  it  is  consistent  with  the  method  used  in  the  previous  period,  should  be  provided  to 
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help  explain  the  existence  of  market  risk.  Market  risk  is  assessed  by  considering  how  much 
currency  and  interest  rates  may  fluctuate  over  a  period. 


16  Chapter  Review 

The  key  issues  addressed  in  this  chapter  are  how  to  define,  recognise,  measure  and  report 
financial  instruments. 

This  chapter  has  covered: 

■  an  explanation  of  what  is  meant  by  the  term  financial  instruments; 

■  the  main  classification  of  financial  instruments; 

■  the  main  presentation  requirements  for  financial  instruments; 

■  how  financial  instruments  are  recognised  and  measured  in  their  broad  categories; 

■  the  implications  of  hedging  financial  instruments;  and 

■  the  important  disclosures  which  must  be  made  in  respect  of  financial  instruments. 
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1 7  Self  Test  Questions 
Chapter  20 

1 .  In  accordance  with  IAS32  Financial  instruments:  presentation,  which  ONE  of 

the  following  types  of  instrument  is  best  described  as  a  contract  that 
evidences  a  residual  interest  in  the  assets  of  an  entity  after  deducting  the 
liabilities? 

A  Financial  liability 

B  Guarantee 

C  Equity 

D  Financial  asset 


In  accordance  with  IAS39  Financial  instruments:  recognition  and 
measurement,  which  ONE  of  the  following  terms  best  describes  a  compound 
financial  instrument  component  of  a  hybrid  instrument  that  also  includes  a 
non-derivative  host  contract? 

A  An  available-for-sale  financial  asset 

B  An  embedded  derivative 

C  A  held-to-maturity  investment 

D  A  financial  asset  held  for  trading 


In  accordance  with  IFRS7  Financial  instruments:  disclosures,  which  of  the 
following  best  describes  the  risk  that  an  entity  will  encounter  if  it  has  difficulty 
in  meeting  obligations  associated  with  its  financial  liabilities? 

A  Liquidity  risk 

B  Credit  risk 

C  Financial  risk 

D  Payment  risk 


In  accordance  with  IFRS7  Financial  instruments:  disclosures,  which  of  the 
following  best  describes  credit  risk? 

A  The  risk  that  one  party  to  a  financial  instrument  will  cause  a  financial 

loss  for  the  other  party  by  failing  to  discharge  an  obligation 
B  The  risk  that  an  entity  will  encounter  difficulty  in  meeting  obligations 

associated  with  financial  liabilities 
C  The  risk  that  the  fair  value  associated  with  an  instrument  will  vary  due 

to  changes  in  the  counterparty's  credit  rating 
D  The  risk  that  an  entity's  credit  facilities  will  be  withdrawn  due  to  cash 

flow  sensitivities 
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Are  the  following  statements  about  treasury  shares  true  or  false,  according  to 
IAS32  Financial  instruments:  presentation? 

(1)  Treasury  share  purchases  are  recognised  as  financial  assets. 

(2)  Any  gain  or  loss  on  purchasing  treasury  shares  is  recognised  in  profit 
or  loss. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Are  the  following  statements  true  or  false,  according  to  IAS32  Financial 
instruments:  presentation? 

(1)  Transaction  costs  of  issuing  equity  instruments  are  charged  against 
income. 

(2)  The  components  of  a  compound  financial  instrument  are  classified 
separately  in  accordance  with  their  substance. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


The  Tootakk  Company  has  entered  into  a  contract  on  1  June  20X3  that 
requires  it  to  issue  its  own  ordinary  shares  with  a  value  of  CU250,000  on  31 
May  20X6. 

In  accordance  with  IAS32,  Financial  instruments:  presentation,  Tootakk 
should  classify  the  contract  as 

(select  one  answer) 

A  a  financial  asset 

B  a  financial  liability 

C  an  equity  instrument 

D  an  embedded  derivative 
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Which  TWO  of  the  following  are  types  of  hedging  relationship  as  defined  by 
IAS39  Financial  instruments:  recognition  and  measurement? 

A  Cash  flow  hedge 

B  Credit  risk  hedge 

C  Interest  rate  hedge 

D  Fair  value  hedge 


Are  the  following  statements  concerning  the  measurement  of  financial 
instruments  after  initial  recognition  true  or  false,  according  to  IAS39  Financial 
instruments:  recognition  and  measurement? 

(1)  Held-for-trading  financial  assets  are  measured  at  amortised  cost. 

(2)  Held-to-maturity  investments  are  measured  at  fair  value. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

10.        In  accordance  with  IFRS7  Financial  instruments:  disclosures,  which  ONE  of 
the  following  best  describes  the  risk  that  an  entity  will  encounter  difficulty  in 
meeting  obligations  associated  with  financial  liabilities? 

A  Credit  risk 

B  Financial  risk 

C  Liquidity  risk 

D  Payment  risk 


11.        In  accordance  with  IFRS7  Financial  instruments:  disclosures  which  TWO  of 
the  following  are  components  of  market  risk? 


A  Credit  risk 

B  Currency  risk 

C  Interest  rate  risk 

D  Liquidity  risk 
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12.        Which  TWO  of  the  following  are  classified  as  financial  instruments  in 
accordance  with  IAS32  Financial  instruments:  presentation? 

A  Patents 

B  Trade  receivables 

C  Inventories 

D  Trade  payables 


13.        Which  ONE  of  the  following  is  not  classified  as  a  financial  instrument  in 
accordance  with  IAS32  Financial  instruments:  presentation? 

A  Convertible  bond 

B  Foreign  currency  contract 

C  Warranty  provision 

D  Loan  receivable 


14.        Are  the  following  statements  about  dividends  true  or  false,  according  to  IAS32 
Financial  instruments:  presentation? 

(1)  Dividends  in  respect  of  ordinary  shares  are  debited  directly  in  equity. 

(2)  Dividends  in  respect  of  redeemable  preference  shares  are  debited 
directly  in  equity. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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15.        The  Freemantle  Company  has  issued  the  following  two  types  of  financial 
instrument  to  raise  capital: 

(1)  Convertible  bonds  which  are  redeemable  for  cash  in  five  years  time. 
The  holders  have  the  right  to  request  the  issue  of  a  fixed  number  of  new 
ordinary  shares  in  lieu  of  cash.  The  holders  have  not  yet  indicated 
whether  they  will  exercise  the  right  to  receive  the  new  ordinary  shares. 

(2)  Preference  shares  with  no  fixed  date  for  redemption.  The  preference 
shares  are  redeemable  for  cash  at  any  time  in  the  future  at  the  option  of 
Freemantle.  Freemantle  must  give  6  months  written  notice  of  its 
intention  to  redeem  the  preference  shares  and  no  notice  has  yet  been 
given. 

In  accordance  with  IAS32  Financial  instruments,  presentation,  the  appropriate 
classifications  for  these  financial  instruments  are 

Convertible  bonds  Preference  shares 

A  Compound  financial  instrument  Equity  instrument 

B  Financial  liability  Compound  financial  instrument 

C  Compound  financial  instrument  Equity  instrument 

D  Financial  liability  Compound  financial  instrument 


16.        The  Proctor  Company  has  300  7%  preference  shares  in  issue.  They  are 
redeemable  on  31  December  20X9. 

How  will  the  preference  shares  and  the  related  preference  dividend  be 
presented  in  Proctor's  financial  statements  for  the  year  ended  31  December 
20X6,  according  to  IAS32  Financial  instruments:  presentation? 

Preference  shares  Preference  dividend 


A 

Non-current  liability 

Deducted  from  equity 

B 

Equity 

Deducted  from  equity 

C 

Equity 

Finance  cost 

D 

Non-current  liability 

Finance  cost 
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17.        Prior  to  1  January  20X7  The  Oldfield  Company  had  not  held  any  equity 

investments  in  other  companies.  On  1  January  20X7  Oldfield  purchased  3% 
of  the  equity  shares  in  The  Goddard  Company  with  the  intention  of  holding 
this  investment  over  the  long  term. 

In  accordance  with  IAS39  Financial  instruments:  recognition  and 
measurement,  the  most  appropriate  classification  of  the  equity  investment  in 
Goddard  by  Oldfield  is 

(select  one  answer) 

A  at  fair  value  through  profit  or  loss 

B  available  for  sale 

C  held  to  maturity 

D  amortised  cost 


18.        The  Grayburn  Company  acquired  30,000  equity  shares,  representing  5%  of 
the  issued  ordinary  share  capital  in  The  Teddard  Company.  Teddard's  shares 
are  listed  on  a  Stock  Exchange. 

In  accordance  with  IAS39  Financial  instruments:  recognition  and 
measurement,  in  which  TWO  of  the  following  categories  could  Grayburn's 
investment  in  the  equity  shares  be  classified? 

A  Held  to  maturity 

B  Available  for  sale 

C  At  fair  value  through  profit  or  loss 

D  Loans  and  receivables 


19.        The  Greenday  Company  acquired  30,000  4%  Government  Bonds 

redeemable  in  20X9  at  the  quoted  market  price  of  CU200.  Greenday  has  no 
current  intention  to  sell  the  Bonds  and  has  a  policy  to  hold  them  as 
investments  unless  certain  corporate  criteria  are  met  and  the  bonds  are  sold 
to  maintain  liquidity. 

In  accordance  with  IAS39  Financial  instruments:  recognition  and 
measurement,  which  ONE  of  the  following  is  the  most  appropriate 
classification  for  Greenday's  investment  in  the  Government  Bonds? 

A  Held  for  trading 

B  At  fair  value  through  profit  or  loss 

C  Held  to  maturity 

D  Available  for  sale 
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20.        Are  the  following  statements  true  or  false,  in  accordance  with  IFRS7  Financial 
instruments:  disclosures? 

(1)  The  carrying  amount  of  held-to-maturity  investments  must  be 
disclosed  in  the  statement  of  financial  position. 

(2)  The  amount  of  any  impairment  loss  for  each  class  of  financial  asset 
must  be  disclosed  in  the  statement  of  comprehensive  income. 

Statement  (l)Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


21 .        Are  the  following  statements  about  disclosures  within  the  financial  statements 
true  or  false,  according  to  IFRS7  Financial  instruments:  disclosures? 

(1)  The  disclosure  of  quantitative  data  about  an  entity's  risk  exposure 
shall  be  based  upon  internal  information  provided  to  key  management 
personnel. 

(2)  A  maturity  analysis  for  financial  liabilities  based  on  the  expected 
payment  dates  for  those  liabilities  shall  be  disclosed. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

22.        The  Stone  Company  has  an  account  receivable  from  The  Knowles  Company 
of  CU55,000.  Stone  also  has  an  account  payable  to  Knowles  of  CU15,000. 

Local  law  allows  the  enforceable  right  of  set-off  of  the  recognised  amounts.  It 
is  not  normal  business  practice  to  settle  the  amounts  net. 

What  amount  for  accounts  receivable  and  accounts  payable  should  be 
presented  in  Stone's  statement  of  financial  position,  according  to  IAS32 
Financial  instruments:  presentation? 


Accounts  receivable 

Accounts  payable 

A 

CU55.000 

CU15.000 

B 

CU40.000 

Nil 

C 

CU55.000 

Nil 

D 

Nil 

CU15.000 
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23.        The  Humphreys  Company  issued  10,000  warrants  for  CU2  cash  each  on  1 
June  20X5.  Each  warrant  gives  the  holder  the  right  to  acquire  one  new  CU1 
ordinary  share  for  CU16  during  the  next  four  years.  The  market  value  of  each 
warrant  at  31  December  20X5  was  CU5. 

In  accordance  with  IAS32  Financial  instruments:  presentation,  at  what 
amount  should  the  warrants  be  presented  in  Humphreys's  statement  of 
financial  position  at  31  December  20X5? 

A  CU20.000 

B  CU10.000 

C  CU160.000 

D  CU50.000 


24.        The  Murrie  Company  has  hedged  the  cash  flows  relating  to  its  interest  rate 
risk  by  purchasing  an  interest  rate  cap. 

Interest  rates  have  risen  and  the  hedge  has  proved  to  be  90%  effective  based 
on  the  amount  hedged.  Additional  interest  charges  up  to  the  end  of  the 
financial  year  amount  to  CU24,000. 

In  accordance  with  IAS39  Financial  instruments:  recognition  and 
measurement,  what  amount  relating  to  the  additional  interest  costs  should  be 
recognised  in  profit  or  loss? 


A 

Nil 

B 

CU2.400 

C 

CU21.600 

D 

CU24.000 

25.        On  31  December  20X4  The  Grenfell  Company  issued  200  convertible  bonds 
with  a  nominal  interest  rate  of  7%  for  CU20  each.  Each  bond  can  be 
converted  into  5  new  equity  shares  or  redeemed  for  cash,  at  the  option  of  the 
holder,  in  5  years'  time. 

The  fair  value  at  that  date  of  similar  bonds  without  the  convertibility  option 
was  estimated  at  CU18  each. 

In  accordance  with  IAS32  Financial  instruments,  presentation,  the  amount 
recognised  in  equity  in  respect  of  the  convertible  bonds  at  31  December  20X4 
will  be 


A 

CU4,000 

B 

CU3.600 

C 

CU400 

D 

Nil 
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26.        The  Polar  Company  issued  200  new  CU1  ordinary  shares  at  a  fair  value  of 
CU1.80  each.  Polar  identified  the  following  costs  in  relation  to  the  share 
issue: 

(1)  Professional  fees  of  CU40. 

(2)  Internal  management  time  in  managing  the 
process  of  CU30. 

These  costs  are  deductible  in  arriving  at  the  entity's  income  tax  liability.  The 
current  rate  of  tax  is  30%. 

In  accordance  with  IAS32  Financial  instruments:  presentation,  the  increase  in 
equity  in  the  statement  of  financial  position  of  Polar  as  a  result  of  the 
transaction  will  be 


A 

CU360 

B 

CU332 

C 

CU311 

D 

CU320 

27.        The  Rattigan  Company  purchases  CU20,000  of  bonds.  The  asset  has  been 
designated  as  one  at  fair  value  through  profit  and  loss. 

One  year  later,  10%  of  the  bonds  are  sold  for  CU4,000.  Total  cumulative 
gains  previously  recognised  in  Rattigan's  financial  statements  in  respect  of 
the  asset  are  CU  1,000. 

In  accordance  with  IAS39  Financial  instruments:  recognition  and 
measurement,  what  is  the  amount  of  the  gain  on  disposal  to  be  recognised  in 
profit  or  loss? 


A 

cm  ,900 

B 

CU900 

C 

CU2.000 

D 

cm, ooo 

28.        The  Pink  Company  acquired  an  available-for-sale  financial  instrument  for 
CU80  on  31  March  20X8.  The  direct  acquisition  costs  incurred  were  CU14. 

On  31  December  20X8  the  fair  value  of  the  instrument  was  CU110  and  the 
transaction  costs  that  would  be  incurred  on  sale  were  estimated  at  CU12. 

In  accordance  with  IAS39  Financial  instruments:  recognition  and 
measurement,  what  gain  would  be  recognised  in  the  financial  statements  for 
the  year  ended  31  December  20X8? 

A  Nil 

B  CU4 

C  CU42 

D  CU16 
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29.        The  Grovemet  Company  acquired  a  financial  asset  at  its  market  value  of 
CU32.  Brokers  fees  of  CU2  were  incurred  in  relation  to  the  purchase. 

In  accordance  with  IAS39  Financial  instruments:  recognition  and 
measurement  at  what  amount  should  the  financial  asset  initially  be 
recognised  if  it  is  classified  as  at  fair  value  through  profit  or  loss,  or  as 
available  for  sale? 


At  fair  value  through 

Available 

profit  or  loss 

for  sale 

A 

CU34 

CU32 

B 

CU32 

CU32 

C 

CU32 

CU34 

D 

CU34 

CU34 

30.        The  Redmires  Company  acquired  an  equity  investment  a  number  of  years 
ago  for  CU300  and  classified  it  as  available  for  sale.  At  31  December  20X5 
the  cumulative  loss  recognised  in  other  comprehensive  income  was  CU40 
and  the  carrying  amount  of  the  investment  was  CU260. 

At  31  December  20X6  the  issuer  of  the  equity  was  in  severe  financial  difficulty 
and  the  fair  value  of  the  equity  investment  had  fallen  to  CU120. 

In  accordance  with  IAS39  Financial  instruments,  recognition  and 
measurement,  what  amount  should  be  recognised  in  profit  or  loss  in  the  year 
ended  31  December  20X6? 

A  CU140 

B  CU180 

C  CU100 

D  Nil 
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Chapter  21 

STATEMENT  OF  CASH  FLOWS 

1  Business  Context 

Cash  is  essential  if  a  business  is  to  continue  its  operations.  Cash,  or  access  to  cash,  is 
needed  to  pay  for  an  entity's  outlays  on  a  continuing  basis  and  is  a  fundamental  part  of  its 
operating  cycle.  An  entity's  operating  cycle  is  the  period  of  time  that  a  normal  operating 
transaction  takes  to  complete  within  a  business,  for  example  the  time  between  the  receipt  of 
the  order  to  final  payment  being  made  by  the  customer.  If  an  entity  is  unable  to  pay  its  debts 
as  they  fall  due,  then  it  risks  insolvency. 

Cash  and  liquidity  are  different  concepts  to  profit.  It  is  possible  for  a  highly  profitable  entity  to 
have  liquidity  problems  if  it  does  not  manage  the  flow  of  cash  within  its  business  effectively. 

Cash  is  about  the  liquidity  of  a  business,  and  hence  cash  flows  concern  the  change  in  that 
liquidity.  Cash  management  is  not  just  about  surviving;  it  is  about  the  process  of  utilising  cash 
resources  to  their  optimal  effect. 

For  an  investor  to  be  able  to  assess  the  effectiveness  of  a  business,  it  is  important  that 
information  is  included  in  the  financial  statements  not  only  on  the  entity's  performance  and 
financial  position  but  also  on  its  cash  flows.  When  used  alongside  a  statement  of  financial 
position,  for  example,  a  statement  of  cash  flows  provides  users  with  information  on  the 
changes  in  net  assets  of  the  entity.  An  entity  may  have  a  strong  financial  position  and  good 
performance  during  the  period,  but  may  also  have  suffered  significant  cash  outflows.  The 
financial  information  is  therefore  not  complete  without  the  cash  flow  information,  which  may 
tell  a  different  story  to  the  original  assessment  of  an  entity's  performance. 


2  Chapter  Objectives 

This  chapter  covers  the  preparation  and  presentation  of  a  statement  of  cash  flows  as  part  of 
an  entity's  financial  statements. 

IAS  1  Presentation  of  financial  statements  sets  out  the  content  of  an  entity's  financial 
statements.  It  includes  the  requirement  for  a  statement  of  cash  flows  to  be  presented. 

On  completion  of  this  chapter  you  should  be  able  to: 

understand  the  objectives  and  scope  of  IAS  7  Statement  of  cash  flows; 

identify  the  important  terminology  and  definitions  which  relate  to  the  presentation  of 
the  statement  of  cash  flows  in  the  financial  statements; 

distinguish  between  cash  and  cash  equivalents,  and  other  assets  and  liabilities; 

identify  the  main  sections  of  a  statement  of  cash  flows  and  the  cash  flows  relating  to 
each  of  them;  and 

apply  knowledge  and  understanding  of  IAS  7  through  basic  calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  7 

3.1  Objective  and  scope 

The  objective  of  IAS  7  is  to  provide  information  about  the  historical  changes  in  cash,  and  cash 
equivalents,  of  an  entity.  This  information  is  presented  via  a  statement  of  cash  flows  that 
classifies  cash  flows  under  the  headings  of:  [IAS  7.10] 

■  operating  activities; 

■  investing  activities;  and 

■  financing  activities. 

The  preparation  of  a  statement  of  cash  flows  as  part  of  an  entity's  financial  statements  is 
required  of  all  entities,  with  no  exceptions.  [IAS  7.1] 

3.2  What  is  cash? 

The  nature  of  cash  may,  at  first,  seem  obvious,  but  cash  may  be  held  in  many  forms.  Some 
forms  of  cash  can  be  accessed  immediately  while  there  is  a  delay  in  accessing  others. 

As  defined  by  IAS  7,  cash  includes  not  only  cash  itself  but  also  any  instrument  that  can  be 
converted  into  cash  so  quickly  that  it  is  in  effect  equivalent  to  cash. 

In  IAS  7,  the  statement  of  cash  flows  seeks  to  identify  changes  in: 


Classification 

Amounts  included 

Cash 

"Cash  in  hand  and  demand  deposits".  [IAS  7.6] 

Cash  equivalents 

"Short-term,  highly  liquid  investments  that  are  readily  convertible 
to  known  amounts  of  cash  and  which  are  subject  to  an 
insignificant  risk  of  changes  in  value".  [IAS  7.6] 

An  essential  element  of  a  cash  equivalent  is  that  it  is  held  for  the  purpose  of  meeting  short- 
term  cash  commitments  as  they  fall  due  and  not  for  long-term  investment  purposes.  To  meet 
the  definition  of  a  cash  equivalent,  the  item  should  be  "readily  convertible"  which  suggests 
that  it  has  a  short  maturity  of,  say,  three  months  or  less  from  the  date  of  acquisition.  Cash 
equivalents  may  therefore  include: 

■  short  term  deposits; 

■  loan  notes; 

■  bank  deposit  accounts;  and 

■  government  securities. 

Equity  investments  should  normally  be  excluded,  because,  unlike  government  securities,  they 
are  subject  to  a  significant  risk  of  changes  in  value. 

Bank  borrowings  normally  form  part  of  an  entity's  financing  activities,  which  are  discussed 
below.  A  bank  overdraft,  however,  is  often  used  as  a  key  element  of  an  entity's  daily  cash 
management;  for  example  a  positive  cash  balance  may  be  held  at  the  end  of  one  day  with  an 
overdraft  the  next.  In  such  circumstances  the  overdraft  should  be  included  as  a  component  of 
cash  and  cash  equivalents. 
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3.3  Sources  and  uses  of  cash 

Cash  flows  are  inflows  and  outflows  of  cash  and  cash  equivalents  (hereafter  referred  to  as 
'cash').  [IAS  7.6] 

IAS  7  requires  sources  and  uses  of  cash  to  be  analysed  under  the  following  headings: 
[IAS  7.10] 


Headings 

Description 

Operating  activities 

"The  principal  revenue-producing  activities  of  the  entity  and  other 
activities  that  are  not  investing  or  financing  activities".  [IAS  7.6] 

Investing  activities 

"The  acquisition  and  disposal  of  long-term  assets  and  other 
investments  not  included  in  cash  equivalents".  [IAS  7.6] 

Financing  activities 

"Activities  that  result  in  changes  to  the  size  and  composition  of 
the  contributed  equity  and  borrowings  of  an  entity".  [IAS  7.6] 

Illustration  1 

The  list  of  transactions  and  balances  set  out  below  should  be  included  in  the  cash  flow 
headings  as  shown  in  the  table. 

-  cash  payments  to  purchase  a  non-current  asset; 

-  the  issue  of  shares  for  cash; 

-  cash  received  from  customers; 

-  a  short-term  cash  deposit  requiring  20  days'  notice  for  its  withdrawal; 

-  a  cash  repayment  of  a  bank  overdraft  (assuming  the  overdraft  is  used  as  an  integral  part 
of  the  entity's  cash  management); 

-  revaluation  of  land; 

-  cash  repayment  of  a  loan; 

-  cash  received  as  commission; 

-  a  bonus  issue  of  shares;  and 

-  cash  payment  to  purchase  listed  government  securities  (with  a  maturity  date  in  one 
month's  time). 
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Operating  cash 
flow 

Investing  cash 
flow 

Financing  cash 
flow 

Cash  and  cash 
equivalents 

Cash  received  from 
customers 

Cash  payments  to 
purchase  a  non- 
current  asset 

Issue  of  shares  for 
cash 

Short-term  cash 
deposit 

Cash  received  as 
commission 

Cash  repayment  of 
a  loan 

Cash  repayment  of 
an  overdraft 

Cash  payment  to 
purchase  listed 
government 
securities 

Note:  the  following  items  are  non-cash  transactions  and  would  not  appear  in  the  statement 
of  cash  flows: 

-  revaluation  of  land;  and 

-  a  bonus  issue  of  shares. 
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4  Overview  of  IAS  7  -  A  Statement  of  Cash  Flows 

An  illustrative  pro  forma  statement  of  cash  flows  is  set  out  below: 
Statement  of  cash  flows  for  the  year  ended  30  June  2008 

cuooo  cuooo 

Cash  flows  from  operating  activities 

Cash  generated  from  operations  10,000 

Interest  paid  (3,000) 

Tax  paid  (5,000) 

Net  cash  from  operating  activities  2,000 

Cash  flows  from  investing  activities 

Purchase  of  property,  plant  and  equipment  (1 ,200) 

Proceeds  from  sales  of  property,  plant  and  equipment  100 

Interest  received  200 

Dividends  received  300 

Net  cash  used  in  investing  activities  (600) 

Cash  flows  from  financing  activities 

Issue  of  ordinary  shares  2,000 

Issue  of  preference  shares  1,100 

Issue  of  non-current  interest-bearing  borrowings  2,500 

Redemption  of  non-current  interest-bearing  borrowings  (1 ,000) 

Dividends  paid  (500) 

Net  cash  used  in  financing  activities  4,100 

Net  change  in  cash  and  cash  equivalents  5,500 

Cash  and  cash  equivalents  brought  forward  3,200 

Cash  and  cash  equivalents  carried  forward  8,700 

This  illustrative  example  of  a  statement  of  cash  flows  shows  interest  paid  as  part  of  operating 
activities  because  it  is  part  of  the  profit  or  loss  reported  by  the  entity  in  the  period.  However, 
IAS  7  also  permits  interest  paid  to  be  reported  as  part  of  the  entity's  financing  or  investing 
activities.  [IAS  7.31] 

Interest  received  and  dividends  received  are  shown  as  part  of  the  investing  activities  in  the 
illustration  set  out  above;  however,  they  may  be  reported  as  part  of  the  operating  or  financing 
activities  as  described  above  for  interest  paid.  [IAS  7.31] 

Dividends  paid  are  shown  as  part  of  the  financing  operations  of  the  entity  in  the  illustration 
because  they  relate  to  the  cost  of  obtaining  equity  finance.  An  alternative  treatment  permitted 
under  IAS  7  is  to  include  them  as  part  of  the  operating  activities  of  the  entity.  Although 
dividends  paid  are  not  deducted  in  arriving  at  the  profit  or  loss  for  the  period  in  the  statement 
of  comprehensive  income,  this  presentation  allows  a  user  to  assess  the  entity's  future  ability 
to  pay  dividends  out  of  its  operating  activities. 

The  separate  line  items  set  out  under  the  required  cash  flow  headings  should  represent  the 
major  classes  of  gross  cash  receipts  and  payments  arising  for  each  of  the  activities. 
[IAS  7.21] 

Certain  cash  flows  may  be  reported  on  a  net  basis  under  the  relevant  cash  flow  heading. 
Items  shown  net  may  include,  for  example,  cash  that  is  received  by  the  entity  on  behalf  of  a 
third  party  and  is  subsequently  paid  on  to  that  third  party.  Cash  flows  should  also  be 
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presented  on  a  net  basis  where  the  related  inflow  and  outflow  occur  within  a  short  space  of 
time,  the  cash  flows  are  large  and  the  maturity  dates  are  short  (within  three  months).  An 
example  is  the  purchase  and  sale  of  the  same  investment.  [IAS  7.22] 


5  Cash  Flows  from  Operating  Activities 

The  cash  flows  from  an  entity's  operating  activities  can  be  presented  using  two  methods: 
[IAS  7.18] 

■  the  direct  method,  which  discloses  the  major  classes  of  gross  cash  receipts  and 
gross  cash  payments;  or 

■  the  indirect  method,  where  the  entity  starts  with  the  profit  or  loss  for  the  period  and 
adjusts  it  for  non-cash  transactions,  deferrals  or  accruals  of  income  and  expenditure 
and  items  that  form  part  of  the  entity's  investing  and  financing  activities. 

5.1  The  direct  method 

The  direct  method  details  the  actual  cash  flows  that  are  part  of  the  operating  activities  of  the 
entity.  Such  cash  flows  should  therefore  include,  for  example,  payments  to  suppliers,  receipts 
from  customers,  payments  to  employees  and  other  payments  and  receipts  made  or  received 
as  part  of  the  entity's  operating  activities. 

Where  this  approach  is  adopted,  the  information  will  generally  be  obtained  from  the  entity's 
accounting  records  directly. 

An  alternative  approach  under  the  direct  method  can  be  to  adjust  each  line  item  in  the 
statement  of  comprehensive  income  for  non-cash  transactions  that  have  occurred  during  the 
period  and  for  items  that  fall  under  the  headings  of  investing  and  financing  activities. 

The  nature  of  the  adjustments  using  this  approach  is  illustrated  in  the  following  table: 


Statement  of  comprehensive 
income  item 

Examples  of  adjustments 

Revenue 

■      Change  in  trade  receivables 

Cost  of  sales 

■  Relevant  part  of  depreciation  charge 

■  Change  in  inventories 

■  Change  in  trade  payables  on  purchases 

Operating  expenses 

■  Relevant  part  of  depreciation  charge 

■  Changes  in  accruals/prepayments 

■  Change  in  trade  payables  on  operating  expenses 
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Illustration  2 

Extracts  from  the  draft  financial  statements  of  Delta  for  the  year  ended  31  December  2007, 
are  set  out  below: 

Statement  of  comprehensive  income 

Revenue 

Cost  of  sales           Opening  inventories 
Purchases 
Closing  inventories 

CU 

30,000 
218,000 
(52,000) 

CU 
250,000 

(196,000) 

Gross  profit 

54,000 

Other  operating  expenses  (all  cash  costs  except 
for  depreciation  of  CU1 1 ,000) 

(21 ,600) 

Profit  from  operations 

32,400 

Statement  of  financial  position  extracts 

Trade  receivables 
Trade  payables 

31  Dec  2007 

CU 

68,000 

21,600 

31  Dec  2006 

CU 

23,000 

42,800 

The  cash  from  operations  for  Delta  for  the  year  ended  31  December  2007 
method  is: 

using  the  direct 

Cash  from  customers  (250,000  +  (23,000  -  68,000)) 

(Revenue  plus  the  movement  in  trade  receivables) 

CU 
205,000 

Cash  to  suppliers  (21 8,000  +  (42,800  -  21 ,600)) 

(Purchases  plus  the  movement  in  trade  payables) 

(239,200) 

Other  cash  operating  expenses  (21 ,600-1 1 ,000) 

(Other  cash  operating  activity  expenses  adjusted 
for  non-cash  items,  i.e.  depreciation) 

(10,600) 

Cash  outflow  from  operating  activities 

(44,800) 

Notes:  This  illustration  highlights  how  an  entity  can  have 
an  outflow  of  cash  from  those  activities. 

profits  from  operating  activities  but 

5.2  Indirect  method 

The  indirect  method  of  calculating  the  cash  flows  from  an  entity's  operating  activities  makes 
adjustments  to  the  profit  or  loss  for  the  period.  The  adjustments  are  for  non-cash  transactions, 
deferrals  or  accruals  of  income  and  expenditure  and  for  items  that  will  form  part  of  the 
investing  and  financing  activities  of  the  entity.  [IAS  7.18] 
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Illustration  3 

Using  the  information  from  Illustration  2  above,  the  cash  generated  from  operations  for  Delta 

for  the  year  ended  31  December  2007  using  the  indirect  method  is: 

CU 

Profit  from  operating  activities 

32,400 

Depreciation  charge  (adjust  for  non-cash  expenses) 

11,000 

Increase  in  inventories  (52,000-30,000) 

(22,000) 

(adjust  for  the  movement  in  inventories) 

Increase  in  trade  receivables  (68,000-23,000) 

(45,000) 

(adjust  for  the  movement  in  inventories) 

Decrease  in  trade  payables  (21 ,600-42,800) 

(21 ,200) 

(adjust  for  the  movement  in  inventories) 
Cash  outflow  from  operating  activities 

This  gives  the  same  solution  as  the  direct  method. 

(44,800) 

The  adjustments  for  movements  in  inventories,  trade  receivables  and 

payables  are 

to 

reverse  out  the  effect  of  accruals  accounting  (recording  income  when 

it  becomes  receivable 

rather  than  when  the  cash  is  received). 

The  presentation  of  the  net  cash  flows  of  the  entity  for  its  operating  activities  may  be 
presented  by  showing  movements  during  the  period  in  inventories  and  operating  receivables 
and  payables. 

5.3  Taxation 

Although  profit-based  taxes  may  relate  to  items  throughout  the  cash  flow  statement,  it  may 
not  be  practicable  to  identify  separately  the  elements  of  tax  which  relate  to  each  of  the  three 
components  of  the  cash  flow  statement.  As  a  result,  tax  will  normally  be  reported  as  part  of  an 
entity's  operating  activities,  although  it  may  be  split  between  the  relevant  headings  where  it  is 
practicable  to  do  so.  [IAS  7.35] 

The  cash  flow  in  relation  to  tax  should  be  separately  identified  in  the  cash  flow  statement  and, 
where  it  has  been  allocated  between  the  different  headings,  a  total  should  be  disclosed. 
[IAS  7.35] 
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6  Cash  Flows  from  Investing  Activities 

Cash  flows  arising  from  investing  activities  are  important,  as  they  provide  information  on  the 
level  of  investment  that  an  entity  has  made  in  assets  that  it  will  hold  and  use  in  its  business  on 
an  ongoing  basis. 

Examples  of  cash  flows  arising  from  investing  activities  include: 

■  cash  paid  to  acquire,  or  a  receipt  from  the  sale  of,  an  item  of  property,  plant  or 
equipment; 

■  cash  paid  to  acquire,  or  a  receipt  from  the  sale  of,  an  intangible  asset,  such  as  a 
brand  or  trademark; 

■  cash  paid  to  acquire,  or  a  receipt  from  the  sale  of,  a  separate  business; 

■  cash  paid  to  acquire,  or  a  receipt  from  the  sale  of,  an  equity  or  debt  instrument  in 
another  entity,  such  as  a  joint  venture;  and 

■  cash  given  as  an  advance  or  loan  to  another  entity,  or  the  repayment  of  such  items. 

Cash  inflows  or  outflows  arising  from  the  sale  or  acquisition  of  a  business  should  be  shown  as 
a  net  figure  and  identified  separately  in  the  statement  of  cash  flows.  As  listed  above,  such 
cash  flows  form  part  of  an  entity's  investing  activities.  [IAS  7.39] 

It  is  important  to  remember  that  when  an  asset  is  sold,  not  only  will  there  be  a  cash  inflow 
from  the  proceeds  of  the  sale,  but  the  entity  will  also  make  a  profit  or  loss  on  the  transaction. 
The  profit  or  loss  itself  is  not  a  cash  flow  and  therefore  is  not  reported  in  the  statement  of  cash 
flows.  It  is  the  cash  proceeds  received  on  the  sale  that  are  reported  in  the  statement  of  cash 
flows. 


Illustration  4 

An  item  of  plant  was  disposed  of  for  cash  proceeds  of  CU1 ,000.  The  carrying  amount  of  the 
item  of  plant  at  the  date  of  the  sale  was: 

CU 
Cost  3,000 

Less:  Accumulated  depreciation  1,300 


Carrying  amount  1,700 

A  loss  of  CU700  (the  difference  between  the  proceeds  of  CU1 ,000  and  the  carrying  amount 
of  CU1 ,700)  should  be  recognised  in  profit  or  loss  and  the  non-current  asset  should  be 
removed  from  the  statement  of  financial  position.  This  loss  should  be  excluded  when 
calculating  cash  flows  from  operating  activities  for  the  statement  of  cash  flows. 

The  CU1 ,000  cash  proceeds  received  should  be  recognised  in  the  statement  of  cash  flows 
as  an  investing  activity  -  "proceeds  from  sale  of  property,  plant  and  equipment". 


The  cash  flows  that  occur  as  a  result  of  making  an  acquisition  of  a  business,  or  from  disposal 
of  a  business,  have  a  direct  impact  on  the  entity's  cash  flows  reported  in  the  period  and  its 
likely  future  cash  flows.  Such  information  should  therefore  be  separated  out,  so  that  a  user  of 
the  financial  statements  is  able  to  make  a  better  assessment  about  cash  flows  that  are  likely 
to  be  ongoing  and  those  that  are  not.  IAS  7  specifically  requires  the  following  information  to 
be  disclosed  in  aggregate  for  acquisitions  and  sales  of  businesses,  including  subsidiaries, 
made  during  the  period:  [IAS  7.40] 
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the  total  proceeds  from  a  sale  of  businesses  or  the  consideration  paid  to  acquire 
businesses,  separately  identifying  the  proportion  that  is  cash; 

the  amount  of  cash  in  the  businesses  being  purchased  or  sold;  and 

a  summary  of  the  assets  and  liabilities,  other  than  cash,  of  the  businesses  acquired 
or  disposed  of. 
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7  Cash  Flows  from  Financing  Activities 


Financing  activities  change  the  amount  and  composition  of  an  entity's  equity  capital  and 
borrowings.  Such  activities  are  included  under  a  separate  heading  in  the  statement  of  cash 
flows  because  this  analysis  provides  useful  information  on  the  amount  of  cash  generated  by 
the  entity  that  will  be  needed  to  service  its  financing  activities.  Examples  of  financing  activities 
are: 

cash  proceeds  received  from  issuing  shares  in  the  entity; 

cash  paid  to  redeem  shares  in  the  entity; 

cash  proceeds  received  from  issuing  debt  instruments,  such  as  debentures,  bonds  or 
long-term  borrowings; 

cash  paid  to  repay  debt  instruments;  and 

the  capital  element  in  finance  lease  payments  made  during  the  period. 

As  discussed  above,  dividends  paid  by  an  entity  may  also  form  part  of  an  entity's  financing 
activities,  depending  on  the  analysis  chosen. 

It  is  important  to  remember  that  it  is  cash  movements  that  are  reflected  in  the  statement  of 
cash  flows,  so,  for  example,  where  shares  are  issued  above  their  par  value,  the  amount 
recorded  in  the  statement  of  cash  flows  is  a  single  figure  for  the  total  cash  received  (being  the 
par  value  and  any  share  premium  recognised).  The  same  principle  applies  to  dividends  paid 
by  an  entity,  since  dividends  recognised  elsewhere  in  the  financial  statements  may  include 
amounts  that  have  been  declared  at  the  end  of  the  reporting  period,  although  not  yet  paid. 
The  statement  of  cash  flows  only  recognises  the  actual  outflow  of  cash  to  investors. 


Illustration  5 

An  entity  has  declared 

preference  dividends  for  the  year  of  CU7,000  (based  on  its  7% 

CU1 00,000  irredeemable  preference  shares  in  issue). 

At  the  start  of  the  year 

there  was  a  balance  of  CU3,500  for  preference  dividends  payable. 

At  the  end  of  the  year 

to  amount  was  owing  to  preference  shareholders  in  respect  of 

dividends. 

The  preference  dividend  paid  for  the  year  is  not  simply  the  CU7,000  declared,  as  this 

amount  needs  to  be  adjusted  for  any  opening  and  closing  balances. 

CU 

Opening  balance 

3,500 

Declared  in  the  year 

7,000 

Less:  Closing  balance 
Dividend  paid 

- 

10,500 
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8  Sundry  Items 

8.1  Foreign  currency  cash  flows 

Where  a  cash  flow  arises  from  a  transaction  in  a  foreign  currency,  it  should  be  translated  into 
the  entity's  functional  currency  at  the  exchange  rate  on  the  date  that  the  cash  flow  occurred. 
[IAS  7.25] 

Accounting  for  foreign  currency  transactions  is  dealt  with  in  IAS  21  Accounting  for  the  effects 
of  changes  in  foreign  exchange  rates.  The  translation  of  foreign  currency  cash  flows  should 
be  consistent  with  the  application  of  IAS  21 .  The  average  exchange  rate  for  the  period  may 
be  used  as  an  approximation  to  the  actual  exchange  rate,  although  an  entity  is  not  permitted 
to  use  the  rate  at  the  end  of  the  reporting  period  to  translate  foreign  currency  cash  flows. 

Where  an  entity  has  a  foreign  subsidiary,  its  cash  flows  should  be  translated  to  the  functional 
currency  at  the  exchange  rates  on  the  dates  that  the  cash  flows  occurred.  [IAS  7.26] 

8.2  Non-cash  transactions 

Investing  and  financing  transactions  that  do  not  impact  on  cash,  for  example  the  conversion 
of  debt  to  equity,  should  not  be  included  in  the  statement  of  cash  flows.  The  effect  of  such 
transactions  should  be  disclosed  elsewhere  in  the  financial  statements  as  appropriate. 
[IAS  7.43] 

8.3  Additional  disclosures 

An  entity  should  disclose  the  components  of  cash  and  provide  a  reconciliation  between  this 
and  the  corresponding  items  in  the  statement  of  financial  position.  [IAS  7.45] 

If  an  entity  has  any  significant  cash  balances  that  are  restricted  in  some  way  and  therefore 
are  not  available  for  use  by  the  entity,  this  should  be  explained.  [IAS  7.48] 

Other  disclosures  are  required  where  such  additional  information  is  relevant  to  users  in  their 
understanding  of  an  entity's  financial  statements.  Additional  useful  disclosures  may  include, 
for  example,  the  amount  of  an  entity's  undrawn  borrowings  and  a  split  of  cash  flow 
information  to  identify  the  flows  that  are  needed  to  maintain  an  entity's  current  operating 
capacity  and  those  which  increase  its  capacity. 


9  Chapter  Review 

This  chapter  has  been  concerned  with  the  statement  of  cash  flows.  In  particular  it  has  focused 
on  identifying  and  disclosing  the  key  elements  of  a  statement  of  cash  flows. 

This  chapter  has  covered: 

■  the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  7; 

■  cash  flows  arising  from  operating  activities; 

■  cash  flows  arising  from  investing  activities;  and 

■  cash  flows  arising  from  financing  activities. 


THE  INSTITUTE 

of  chartered  Chapter  21  -  Statement  of  Cash  Flows 

accountants  Page  31 4 

N  ENGLAND  AND  WALES  ° 


1 0  Self  Test  Questions 
Chapter  21 

1 .  Which  TWO  of  the  following  transactions  would  be  presented  in  a  statement 

of  cash  flows,  according  to  IAS7  Statement  of  cash  flows? 

A  Conversion  of  loans  into  shares 

B  Loan  interest  received 

C  Loan  interest  owed 

D  Proceeds  of  loan  issue 


Which  ONE  of  the  following  items  should  be  presented  under  Cash  flows  from 
investing  activities,  according  to  IAS7  Statement  of  cash  flows? 

A  Employee  costs 

B  Property  revaluation 

C  Redemption  of  debentures 

D  Development  costs  capitalised  in  the  period 


Which  ONE  of  the  following  items  should  be  presented  under  Cash  flows  from 
financing  activities,  according  to  IAS7  Statement  of  cash  flows? 

A  Employee  costs 

B  Property  revaluation 

C  Redemption  of  debentures 

D  Development  costs  capitalised  in  the  period 


Which  ONE  of  the  following  items  should  be  presented  under  Cash  flows  from 
operating  activities,  according  to  IAS7  Statement  of  cash  flows? 

A  Employee  costs 

B  Property  revaluation 

C  Redemption  of  debentures 

D  Development  costs  capitalised  in  the  period 


Which  TWO  of  the  following  can  be  classified  as  Cash  and  cash  equivalents 
under  IAS7  Statement  of  cash  flows? 

A  Redeemable  preference  shares  due  in  180  days 

B  Loan  notes  held  due  for  repayment  in  90  days 

C  Equity  investments 

D  A  bank  overdraft 
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In  accordance  with  IAS7  Statement  of  cash  flows,  and  treating  it  as  a  non- 
recurring event,  which  classification  of  the  cash  flow  arising  from  the 
proceeds  from  an  earthquake  disaster  settlement  would  be  most  appropriate? 

(select  one  answer) 

A  Cash  flows  from  operating  activities 

B  Cash  flows  from  investing  activities 

C  Cash  flows  from  financing  activities 

D  Does  not  appear  in  the  cash  flow  statement 


In  accordance  with  IAS7  Statement  of  cash  flows,  and  treating  it  as  a  non- 
recurring event,  which  classification  of  the  cash  flow  arising  from  the 
proceeds  of  sale  of  a  subsidiary  would  be  most  appropriate? 

(select  one  answer) 

A  Cash  flows  from  operating  activities 

B  Cash  flows  from  investing  activities 

C  Cash  flows  from  financing  activities 

D  Does  not  appear  in  the  cash  flow  statement 


In  accordance  with  IAS7  Statement  of  cash  flows,  and  treating  it  as  a  non- 
recurring event,  which  classification  of  the  cash  flow  arising  from  the  disposal 
proceeds  of  a  major  item  of  plant  would  be  most  appropriate? 

(select  one  answer) 

A  Cash  flows  from  operating  activities 

B  Cash  flows  from  investing  activities 

C  Cash  flows  from  financing  activities 

D  Does  not  appear  in  the  cash  flow  statement 
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Chapter  22 

OPERATING  SEGMENTS 


1  Business  Context 

Most  multinational  entities  sell  a  number  of  products  and  services  in  different  markets  or 
geographical  locations  which  may  be  regarded  as  different  operating  segments.  The  total 
profitability  of  an  entity  will  depend  on  the  performance  of  each  of  these  segments.  For  some 
entities  the  key  segments  will  be  based  on  products  and  services,  for  others  it  may  be  by 
geographical  area.  In  each  case,  the  separate  management  and  performance  measurement 
of  individual  segments  is  essential,  as  while  one  product  or  geographical  area  may  be 
performing  well,  another  may  be  failing. 

While  management  will  have  access  to  performance  data  on  each  separate  part  of  the 
business,  the  published  statement  of  comprehensive  income  only  reports  the  aggregate 
performance  of  the  entity.  Overall  profitability  is  important,  but  additional  information  is 
needed  by  external  users  to  understand  fully  the  businesses  hidden  below  this  top  level 
reporting. 

IFRS  8  Operating  segments  provides  the  link  between  the  business  operations  and  the  main 
components  of  the  financial  statements  by  requiring  information  to  be  disaggregated. 
Investors  can  therefore  make  better  assessments  of  the  performance  of  each  part  of  the 
business,  leading  to  a  better  understanding  of  the  business  as  a  whole. 

A  related  business  issue  occurs  when  an  entity  closes  or  discontinues  a  part  of  its  overall 
business  activity.  Management  will  have  assessed  the  impact  of  the  closure  on  its  future 
profitability,  but  users  of  the  financial  statements,  be  they  investors  or  other  stakeholders,  will 
want  to  make  their  own  assessment.  IFRS  5  Non-current  assets  held  for  sale  and 
discontinued  operations  provides  an  analysis  not  of  future  profit  but  of  the  contribution  of  the 
discontinued  element  to  the  current  year's  profit  (or  loss),  i.e.  the  part  that  will  not  be  included 
in  future  years'  profits. 

Showing  information  about  segments  and  discontinued  operations  separately  allows  users  of 
financial  statements  to  make  relevant  future  projections  of  cash  flows,  financial  position  and 
earnings-generating  capacity. 


2  Chapter  Objectives 

This  chapter  deals  with  the  requirement  to  produce  information  on  the  entity's  different 
operating  segments  in  accordance  with  IFRS  8.  It  also  deals  with  the  part  of  IFRS  5  about  the 
reporting  requirements  where  the  entity  has  discontinued  operations  during  the  period. 

On  completion  of  this  chapter  you  should  be  able  to: 

demonstrate  a  knowledge  of  the  objectives  and  scope  of  IFRS  8; 

demonstrate  a  knowledge  of  the  important  terminology  used  when  identifying  and 
disclosing  segmental  information; 

understand  how  to  identify  reportable  segments; 

demonstrate  a  knowledge  of  the  key  disclosures  required  for  reportable  segments; 

understand  the  definition  of  discontinued  operations  according  to  IFRS  5;  and 

demonstrate  knowledge  of  the  key  disclosures  required  for  discontinued  operations. 
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3  Objectives,  Scope  and  Definitions  of  IFRS  8 

The  objective  of  IFRS  8  is  to  set  out  principles  for  reporting  financial  information  by  segment, 
to  help  users  evaluate  both  the  nature  and  financial  effect  of  its  business  activities.  In 
addition,  users  should  understand  the  economic  environment  in  which  an  entity  operates. 

A  segment  can  generally  be  thought  of  as  a  distinguishable  component  of  the  entity  that  is 
engaged  in  business  activities  which  generate  revenues  and  incur  expenses.  To  be  classified 
as  a  segment,  separate  financial  information  should  be  available  on  the  segment  and  its 
operating  results  should  be  regularly  reviewed  by  the  chief  operating  decision  maker  (i.e.  the 
person  whose  function  it  is  to  allocate  resources  to,  and  assess  the  performance  of,  operating 
segments).  [IFRS  8.5] 

IFRS  8  should  be  applied  by  entities  whose  equity  and  debt  are  publicly  traded  or  which  are  in 
the  process  of  issuing  equity  or  debt  in  public  securities  markets.  The  standard  equally 
applies  to  the  preparation  of  separate  or  individual  financial  statements  as  well  as  group 
financial  statements  where  the  parent  entity  is  within  its  scope.  Where  financial  statements 
include  both  the  results  of  the  parent  and  the  group,  segment  information  is  only  required  in 
relation  to  the  group  as  a  whole.  [IFRS  8.2,  8.4] 

IFRS  8  was  published  in  late  2006  and  replaces  its  predecessor  standard,  IAS  14  Segment 
reporting.  IFRS  8  was  published  as  part  of  the  lASB's  convergence  project  with  the  US 
standard  setter,  the  Financial  Accounting  Standards  Board  (FASB).  IFRS  8  and  the 
equivalent  US  standard  are  consistent  with  each  other,  except  for  minor  differences,  and  use 
similar  wording  where  appropriate.  IFRS  8  is  mandatory  for  periods  beginning  on  or  after  1 
January  2009,  although  earlier  adoption  is  permitted. 


4  Segment  Reporting 

4.1  Identifying  segments 

IFRS  8  requires  operating  segments  to  be  identified  based  on  the  components  of  the 
business  that  are  considered  to  be  important  for  internal  management  reporting  purposes. 
IFRS  8  specifically  requires  components  to  be  identified  based  on  internal  reports  that  the 
chief  operating  decision  maker  reviews  regularly  for  the  purpose  of  the  allocation  of  resources 
and  the  assessment  of  business  performance. 

Not  every  part  of  the  business  is  an  operating  segment;  for  example,  a  central  function,  such 
as  a  head  office,  does  not  earn  revenues  itself  and  is  therefore  not  generally  considered  to  be 
an  operating  segment. 

A  component  is  not  excluded  from  being  an  operating  segment  just  because  its  sole  purpose 
is  to  sell  products  or  services  internally  to  other  parts  of  the  business 

4.2  Reportable  segments 

An  operating  segment  becomes  reportable  if  it  meets  certain  threshold  tests  related  to 
revenue,  operating  performance  and  assets. 

Although  identifiable  segments  will  generally  be  reported  separately,  it  may  be  possible  to 
group  segments  together  where,  for  example,  the  individual  segments  are  substantially 
similar.  Such  an  assessment  should  be  made  with  specific  reference  to  similarities  in  the 
nature  of  their  products  and  services  and  in  their  production  and  distribution  processes,  as 
well  as  the  type  of  customer  base  they  have.  If  the  identifiable  segments  are  regulated  in 
some  way,  then  the  same  regulatory  environment  should  exist  across  the  aggregated 
segments. 
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A  segment  is  considered  to  be  reportable  if  it  meets  one  of  the  specified  size  tests  detailed 
below.  If  any  one  of  these  tests  results  in  a  percentage  of  1 0%  or  more,  then  the  segment  is 
reportable: 

■      segment  revenue  (including  internal  sales)  as  a  percentage  of  all  segment  revenue 
(including  internal  sales); 


segment  profit  or  loss  as  a  percentage  of  the  greater  of: 


o     total  segment  profit,  excluding  any  segment  that  reported  a  loss  ;  and 
o     total  segment  loss,  excluding  any  segment  that  reported  a  profit;  and 

■      segment  assets  as  a  percentage  of  all  segment  assets.  This  comparison  is  made  on 
a  gross  basis. 

A  segment  that  does  not  meet  the  size  thresholds  may  still  be  reported  separately  on  a 
voluntary  basis  if  management  believe  that  such  information  would  be  useful  to  the  users  of 
the  financial  statements.  The  thresholds  just  determine  when  a  segment  is  required  to  be 
reported  separately.  A  number  of  similar  internally  reported  segments  that  individually  do  not 
meet  the  size  criteria  may  be  combined  and  reported  as  one  segment  if  they  have  similar 
economic  characteristics  and  have  a  number  of  similar  characteristics  specified  for  segments 
to  be  reported  together,  as  set  out  above. 

Where  a  segment  was  separately  reported  in  the  previous  period,  it  should  continue  to  be 
reported  separately  even  if  the  thresholds  are  not  met  in  the  current  period,  where  the 
segment  has  been  identified  as  being  of  continuing  significance.  Equally,  where  a  segment 
meets  the  10%  threshold  in  the  current  period  it  should  be  separately  reported  for  both  the 
current  and  the  previous  period  even  if  it  was  not  separately  reported  in  the  previous  period, 
assuming  that  it  is  practicable  to  do  so. 

If  the  total  external  revenue  of  segments  that  have  been  identified  as  reportable  because  they 
meet  one  of  the  10%  thresholds  is  less  than  75%  of  the  entity's  (or  group's)  external  revenue, 
then  additional  segments  are  required  to  be  reported  until  the  75%  mark  is  reached,  even 
though  they  do  not  meet  any  of  the  10%  thresholds.  This  overall  size  test  is  to  ensure  that  all 
entities  present  a  sufficient  level  of  information  regarding  their  individual  activities  to  ensure 
that  users  of  the  financial  statements  can  make  informed  economic  decisions. 

IFRS  8  does  not  set  an  upper  limit  as  to  the  number  of  operating  segments  that  should  be 
separately  reported.  However,  the  standard  sets  out  that  if  the  number  of  separately  reported 
segments  exceeds  ten  then  it  is  likely  that  the  information  may  become  too  detailed  and 
consequently  lose  its  usefulness. 

4.3  Reporting  formats 


Illustration  1 

A  quoted  entity  reports  six  different  types  of  business  to  its  chief  executive.  In  the  most 
recent  financial  year,  the  revenue  of  these  six  operations,  as  a  percentage  of  total  revenue 
(including  those  to  internal  customers),  were  as  follows: 


Business  type 

%  internal 

%  external 

%  total 

1 

0 

40 

40 

2 

0 

20 

20 

3 

12 

6 

18 

4 

5 

5 

10 

5 

0 

7 

7 

6 

0 
12 

5 
88 

5 
100 
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The  reportable  segments  are: 

Business 
1 

:  type 

%  internal 
0 

%  external 
40 

%  total            Notes 

40              reportable  segment 

because  40%  total  >  1 0% 
threshold  test 

2 

0 

20 

20              reportable  segment 

because  20%  total  >  1 0% 
threshold  test 

3 

12 

6 

18              reportable  segment 

because  1 8%  total  >  1 0% 
threshold  test 

4 

5 

5 

10              reportable  segment 

because  1 0%  total  =  1 0% 
threshold  test 

5 

0 

7 

7              not  reportable 

(7%  total  <  10%  threshold) 

6 

_0 
17 

_5 

83 

5              not  reportable 

(5%  total  <  10%  threshold) 
100 

Note  that  the  external  revenue  of  segments  reportable  under  the  10%  test  represents 
71  (40  +  20  +  6  +  5)  out  of  the  83  percentage  points  which  comprise  external  sales.  They 
therefore  represent  85.5%  of  external  revenue  and  no  additional  segments  needed  to  be 
reported  under  the  "75%  rule". 

4.4  What  has  to  be  reported? 

The  purpose  of  disclosing  segmental  information  is  to  provide  additional  information  to  the 
users  of  the  financial  statements  so  that  they  will  be  able  to  evaluate  the  nature  and  financial 
effects  of  an  entity's  business  activities  as  well  as  the  economic  environment  in  which  it 
operates.  [IFRS  8.20] 

IFRS  8  requires  the  disclosure  of  general  information,  such  as  the  type  of  products  and 
services  from  which  each  reportable  segment  generates  its  revenue  along  with  factors  that 
have  been  used  by  management  to  identify  its  reportable  segments. 

A  measure  of  profit  or  loss  and  total  assets  should  be  disclosed  for  each  reportable  segment. 
Segment  liabilities  are  only  required  to  be  disclosed  if  this  information  is  regularly  provided  for 
internal  reporting  purposes.  Specified  components  of  the  operating  segment's  profit  or  loss 
and  segment  assets  are  also  required  to  be  disclosed  where  such  information  is  regularly 
provided  to  the  chief  operating  decision  maker. 

A  number  of  reconciliations  should  be  provided  in  relation  to  the  total  of  segment  revenues, 
reported  segment  profit  or  loss,  segment  assets  and  liabilities  and  other  material  items,  to 
corresponding  items  in  the  entity's  financial  statements. 
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CUmillion 

Minimum 

disclosure 

50 

Yes 

15 

Yes 

65 

No 

(8) 

No 

(11) 

No 

(9) 

No 

(2) 

Yes 

(7) 

Yes 

(4) 

No 

(1) 

No 

(12) 

No 

11 

Yes 

60 

Yes 

8 

Yes 

5 

No 

Illustration  2 

An  entity's  household  goods  division  has  been  identified  as  a  reportable  operating  segment. 

The  items  of  financial  information  regularly  provided  for  review  by  the  chief  operating 
decision  maker  and  those  which  should,  at  a  minimum,  be  disclosed  under  IFRS  8  are  as 
follows. 

Year  ended  31  December  2007 

Revenues 

External  customers 

Internal  customer 

Total 
Raw  materials  consumed 
Change  in  finished  goods  inventories 
Employee  benefits  expense 
Depreciation/amortisation 
Impairment  losses 
Administrative  expenses 
Allowance  for  doubtful  receivables 
Selling  and  distribution  expenses 
Profit/(loss) 

Total  assets 

Additions  to  non-current  assets 

Carrying  amount  of  non-current  assets  disposed  of 

Note  that  only  the  amounts  for  profit/(loss)  and  total  assets  are  to  be  disclosed  in  all 
circumstances.  All  the  other  items  marked  for  disclosure  are  specified  in  IFRS  8.23  and 
8.24  as  being  disclosed  only  because  they  are  included  in  the  measure  of  profit/(loss)  and 
the  total  assets  reviewed  by  the  chief  operating  decision  maker. 

Impairment  losses  are  disclosed  because  they  are  non-cash  items  other  than  depreciation 
amortisation  and  their  amount  is  deemed  to  be  material. 


Where  there  have  been  changes  in  the  internal  structure  of  an  entity  that  have  led  to 
corresponding  changes  in  the  reportable  segments,  comparative  segment  information  should 
be  restated  to  reflect  this  change  where  it  is  practicable  to  do  so.  If  changes  to  the  internal 
structure  lead  to  a  change  in  the  identification  of  segments  and  the  comparative  segments 
have  not  been  restated  because  it  is  not  practicable  to  do  so,  then  the  old  and  new  segment 
basis  should  both  be  reported  for  the  year  in  which  the  change  takes  place.  This  is  to  ensure 
that  useful  comparisons  can  still  take  place. 

4.5  Additional  disclosures 

Entities  may  operate  and  be  managed  in  a  number  of  different  ways  which  may  lead  to  key 
information  not  being  reported  as  part  of  an  entity's  operating  segment  disclosures.  IFRS  8 
therefore  sets  out  additional  information  that  is  required  to  be  disclosed  by  all  entities, 
including  those  that  have  a  single  operating  segment,  that  are  within  its  scope.  The  following 
additional  information  is  only  required  if  such  information  has  not  been  provided  already  by 
the  entity  as  part  of  its  reportable  segment  information: 

■      revenue  from  external  customers  for  each  individual,  or  group  of  similar,  products  and 
services.  This  information  is  not  required  if  it  is  not  readily  available  and  the  cost  to 
provide  such  information  would  be  excessive,  but  this  fact  should  be  disclosed; 
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revenue  from  external  customers  and  certain  non-current  asset  information  attributed 
to  the  entity's  country  of  domicile  and  those  attributed  to  all  foreign  countries  in  total. 
This  information  is  not  required  if  it  is  not  readily  available  and  the  cost  to  provide 
such  information  would  be  excessive,  but  this  fact  should  be  disclosed;  and 

information  about  an  entity's  reliance  on  major  customers.  "Reliance  on  a  major 
customer"  is  defined  as  being  when  10%  or  more  of  an  entity's  revenues  arise  from 
transactions  with  a  single  customer. 


5  Discontinued  Operations:  IFRS  5  -  Presentation  and  Disclosure 

5.1  Discontinued  operations 

Investors  need  to  evaluate  the  financial  effects  of  discontinued  operations  on  future 
operations.  IFRS  5  provides  information  to  assist  them  in  doing  this. 

Disclosure  is  required  when  an  entity  discontinues  a  component  of  its  activities.  Disclosure  of 
a  discontinued  operation  is  often  made  before  the  component  is  discontinued  i.e.  when  it  is 
classified  as  held  for  sale. 

A  component  of  an  entity  comprises  operations  and  cash  flows  that  can  be  clearly 
distinguished,  operationally  and  for  financial  reporting  purposes,  from  the  rest  of  the  entity. 

A  discontinued  operation  is  a  component  of  an  entity  that  either  has  been  disposed  of  or  is 
classified  as  held  for  sale.  The  component  should  represent  a  separate  major  business  line  or 
geographical  area  of  the  entity's  operations.  The  effective  closure  of  the  component  should  be 
part  of  a  single  plan. 

5.2  Disclosure 

The  objective  of  the  disclosures  is  to  provide  users  of  the  financial  statements  with  sufficient 
information  so  that  they  are  able  to  evaluate  the  financial  effect  of  discontinued  operations. 
[IFRS  5.30] 

The  discontinued  operation's  profit  or  loss  after  tax  should  be  disclosed  as  a  single  figure  in 
the  statement  of  comprehensive  income.  A  break  down  in  the  statement  of  comprehensive 
income  or  in  the  notes  to  the  financial  statements  should  show  the  revenue,  expenses,  pre- 
tax profit  or  loss,  the  related  income  tax  expense  and  the  profit  or  loss  on  asset  disposals. 

If  an  entity  presents  both  an  income  statement  and  a  statement  of  comprehensive  income  in 
accordance  with  IAS  1  Presentation  of  financial  statements,  as  discussed  in  Chapter  3,  the 
separate  disclosures  relating  to  an  entity's  discontinued  operations  is  presented  in  the  income 
statement. 

An  entity  should  also  disclose  for  a  discontinued  operation  the  net  cash  flows  attributable  to 
the  operating,  investing  and  financing  activities  of  that  operation. 

5.3  Prior  periods 

Results  in  the  statement  of  comprehensive  income  reported  for  prior  periods  should  be 
restated  so  that  they  reflect  all  operations  that  have  been  discontinued  by  the  end  of  the 
current  year.  The  assets  and  liabilities  of  a  discontinued  subsidiary  in  the  prior  period 
statement  of  financial  position  should  not  be  reclassified  as  held  for  sale. 

Where  adjustments  are  made  to  amounts  that  were  presented  as  part  of  discontinued 
operations  in  a  prior  period,  they  should  be  separately  disclosed  as  part  of  discontinued 
operations  in  the  current  period  and  the  nature  of  such  adjustments  explained.  Adjustments 
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may  become  necessary  where  there  was  some  element  of  uncertainty  as  to,  say,  the  disposal 
price. 


Illustration  3 

An  entity  has  classified  a  subsidiary  as  held  for  sale  during  the  current  year.  A  separate 
subsidiary  is  a  component  of  the  entity,  as  its  operations  and  cash  flows  are  capable  of 
being  separately  identified  both  operationally  and  for  financial  reporting  purposes.  By  being 
classified  as  held  for  sale,  it  meets  all  the  criteria  of  a  discontinued  activity. 

The  prior  period  statement  of  comprehensive  income  and  note  disclosures  shall  be  re- 
presented so  that  they  relate  to  all  operations  discontinued  by  the  current  year  end.  But  the 
assets  and  liabilities  of  the  subsidiary  in  the  prior  period  statement  of  financial  position  are 
not  reclassified  as  held  for  sale. 


5.4  Events  after  the  reporting  period 

Adjustment  for  events  occurring  after  the  end  of  the  reporting  period  is  not  permitted  by 
IFRS  5.  Where  the  criteria  for  discontinuance  are  satisfied  after  the  end  of  the  reporting 
period,  the  operation  cannot  be  retrospectively  classed  as  a  discontinued  operation.  However, 
details  of  the  discontinuance  should  be  disclosed  in  the  notes  to  the  financial  statements. 


6  Chapter  Review 

This  chapter  has  been  concerned  with  segment  reporting  and  discontinued  operations.  Key 
issues  relating  to  IFRS  8  have  been  the  identification  of  reportable  segments  and  the  nature 
of  the  disclosure  requirements.  Key  issues  relating  to  IFRS  5  have  been  the  identification  of 
discontinued  activities  and  the  required  disclosure  and  presentation  requirements. 

This  chapter  has  covered: 

the  objective  and  scope  of  IFRS  8; 

the  nature  of  segmental  reporting; 

an  overview  of  IFRS  8; 

reportable  segments  and  reporting  formats; 

segment  disclosure  requirements; 

identification  of  discontinued  activities;  and 

disclosure  and  presentation  of  discontinued  activities  in  accordance  with  IFRS  5. 
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7  Self  Test  Questions 
Chapter  22 

1 .  Are  the  following  statements  relating  to  a  discontinued  operation  true  or  false, 

according  to  IFRS5  Non-current  assets  held  for  sale  and  discontinued 
operations? 

(1)  When  the  discontinued  criteria  are  met  after  the  end  of  the  reporting 
period,  the  operation  shall  retrospectively  be  separately  presented  as 
a  discontinued  operation. 

(2)  The  net  cash  flows  attributable  to  the  operating,  investing,  and 
financing  activities  of  a  discontinued  operation  shall  be  separately 
presented. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

Which  ONE  of  the  following  is  a  requirement  for  a  component  of  an  entity  to 
be  classified  as  a  discontinued  operation  in  accordance  with  IFRS5  Non- 
current  assets  held  for  sale  and  discontinued  operations? 

A  Its  activities  must  cease  permanently  prior  to  the  financial  statements 

being  authorised  for  issue  by  management 

B  It  must  comprise  a  separately  reported  segment  in  accordance  with 

IFRS8  Operating  segments 

C  Its  assets  must  have  been  classified  as  held  for  sale  in  the  previous 

financial  statements 

D  It  must  have  been  a  cash-generating  unit  or  a  group  of  cash- 

generating  units  while  being  held  for  use 


Are  the  following  statements  true  or  false,  according  to  IFRS8  Operating 
segments? 

(1)  If  an  entity  changes  the  way  it  is  structured  internally  so  that  its 
reportable  segments  change,  the  comparative  information  for  earlier 
periods  must  be  restated. 

(2)  Disclosure  is  always  required  of  the  total  assets  of  each  reportable 
segment. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Lamda  Company  has  correctly  classified  its  manufacturing  operations  as 
a  disposal  group  held  for  sale  and  as  discontinued  operations  during  the  year 
ended  31  December  20X7. 

Are  the  following  statements  true  or  false,  according  to  IFRS5  Non-current 
assets  held  for  sale  and  discontinued  operations? 

(1)  The  disposal  group's  results  for  the  year  ended  31  December  20X6 
should  be  re-presented  as  relating  to  discontinued  operations  in  the 
comparative  figures  for  the  20X7  statement  of  comprehensive  income. 

(2)  The  disposal  group's  assets  at  31  December  20X6  should  be  re- 
presented as  held  for  sale  in  the  comparative  figures  for  the  20X7 
statement  of  financial  position. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

Are  the  following  statements  true  or  false,  according  to  IFRS8  Operating 
segments? 

(1)  The  measurement  of  the  profit  or  loss  to  be  disclosed  for  each 
reportable  segment  is  defined  in  IFRS8. 

(2)  The  profit  or  loss  disclosed  for  a  segment  should  relate  to  the  total 
assets  attributed  to  that  segment. 

Statement  (l)Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Are  the  following  statements  true  or  false,  according  to  IFRS8  Operating 
segments? 

(1)  A  major  customer  is  defined  as  one  providing  revenue  which  amounts 
to  10%  or  more  of  the  combined  revenue,  internal  and  external,  of  all 
operating  segments. 

(2)  The  identities  of  major  customers  need  not  be  disclosed. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 
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The  Project  Company  has  correctly  classified  its  packaging  operations  as  a 
disposal  group  held  for  sale  and  as  discontinued  operations.  In  the  year 
ended  31  December  20X7  this  disposal  group  incurred  trading  losses  after 
tax  of  CU20  million  and  the  loss  on  remeasuring  it  to  fair  value  less  costs  to 
sell  was  CU15  million. 

How  should  the  disposal  group's  losses  for  the  year  ended  31  December 
20X7  be  presented,  according  to  IFRS5  Non-current  assets  held  for  sale  and 
discontinued  operations? 


In  profit  or  loss 

In  other 
comprehensive  income 

A 

CU35  million  loss 

Nil 

B 

CU20  million  loss 

CU15  million  loss 

C 

Nil 

CU35  million  loss 

D 

CU15  million  loss 

CU20  million  loss 

Mackerel,  a  company  listed  on  a  recognised  stock  exchange,  reports 
operating  results  from  its  North  American  activities  to  its  chief  operating 
decision  maker.  The  segment  information  for  the  year  is: 

Revenue  CU3,675,000 

Profit  CU970,000 

Assets  CU1, 700,000 

Number  of  employees  2,500 

Mackerel's  results  for  all  of  its  segments  in  total  are: 

Revenue  CU39,250,000 

Profit  CU9,600,000 

Assets  CU17, 500,000 

Number  of  employees  18,500 

According  to  IFRS8  Operating  segments,  which  piece  of  information 
determines  for  Mackerel  that  the  North  American  activities  are  a  reportable 
segment? 

A  Revenue 

B  Profit 

C  Assets 

D  Number  of  employees 
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The  equity  of  The  Kaiaho  Company  is  traded  on  a  recognised  stock 
exchange.  Kaiaho  regularly  reports  the  financial  results  of  five  different 
business  units  to  its  chief  operating  decision  maker.  The  relevant  revenues 
for  the  year  ended  31  December  20X7  for  these  five  operations,  as  a 
percentage  of  total  external  and  internal  revenue,  were  as  follows: 


Business 

operation 

% 

internal 

%  external 

%  total 

1 

3 

35 

38 

2 

10 

14 

24 

3 

15 

5 

20 

4 

0 

9 

9 

5 

0 

9 

9 

28 

72 

100 

In  accordance  with  IFRS8  Operating  segments,  the  reportable  segments  of 
Kaiaho  are 


A 

1  and  2  only 

B 

1,  2  and  3  only 

C 

1,  2,  3  and  4  only 

D 

1,2,  3,  4  and  5 
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Chapter  23 

INTERIM  REPORTING 


1  Business  Context 

Financial  information  is  used  by  interested  parties  to  assess  an  entity's  financial  performance 
and  position,  its  ability  to  generate  future  cash  flows  and  its  liquidity.  The  better  the  quality  of 
the  information  available  and  the  more  frequently  it  is  made  available,  the  more  informed  are 
the  decisions  investors  can  make  leading  to  greater  market  efficiency.  Good  quality  interim 
accounting  information  may  assist  timely  feedback  on  analysts'  predictions  of  profits  for  the 
current  year  to  date. 

While  other  standards  address  the  quality  of  information  in  the  annual  report,  IAS  34  Interim 
financial  reporting  deals  with  interim  reporting  and  ensures  that  this  information  is  relevant 
and  reliable. 


2  Chapter  Objectives 


This  chapter  deals  with  the  preparation  of  interim  reports  under  IAS  34.  The  standard  does 
not  require  the  preparation  of  interim  financial  statements;  it  merely  deals  with  the  information 
that  should  be  presented  if  such  a  statement  is  prepared.  National  regulators  often  require  the 
preparation  of  interim  statements  where  an  entity's  equity  or  debt  is  publicly  traded.  IAS  34 
specifies  the  minimum  content  that  should  be  included  in  an  interim  report  that  is  described  as 
conforming  to  international  standards,  and  sets  out  principles  on  recognition  and 
measurement. 

On  completion  of  this  chapter  you  should  be  able  to: 

demonstrate  a  knowledge  of  the  objectives,  scope  and  terminology  of  IAS  34; 

understand  the  key  items  contained  within  interim  financial  reports  and  the  form  of 
those  reports; 

determine  the  current  and  comparative  interim  reporting  periods  required  by  IAS  34; 

apply  recognition  and  measurement  criteria  to  interim  financial  reports; 

demonstrate  an  understanding  of  the  types  of  estimates  that  are  permitted  in  interim 
financial  reports;  and 

apply  IAS  34  knowledge  and  understanding  in  particular  circumstances  through  basic 
calculations. 
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3  Objectives,  Scope  and  Definitions  of  IAS  34 

The  objectives  of  IAS  34  are  to  prescribe: 

■  the  minimum  content  to  be  included  in  a  set  of  interim  financial  reports;  and 

■  the  recognition  and  measurement  principles  for  an  interim  period. 

An  interim  financial  report  is  defined  as  being  a  financial  report  containing  either  a  complete 
set  of  financial  statements  (as  described  in  IAS  1  Presentation  of  financial  statements)  or  a 
set  of  condensed  financial  statements  (as  described  in  IAS  34)  for  an  interim  period. 
[IAS  34.4] 

An  'interim  period'  is  any  financial  reporting  period  which  is  shorter  than  a  full  financial  year. 
[IAS  34.4] 

IAS  34  does  not  set  out  which  entities  should  be  required  to  publish  interim  financial  reports, 
nor  how  frequently  interim  reports  should  be  produced  (thus  while  half-yearly  or  quarterly 
interim  reports  are  usual,  any  period  of  less  than  a  year  can  be  used)  nor  how  soon  after  the 
end  of  an  interim  period  interim  reports  should  be  produced.  However,  the  IASB  encourages 
publicly  traded  entities  to  prepare  interim  financial  information  in  accordance  with  IAS  34.  It 
also  encourages  the  preparation  of  interim  reports  at  least  at  the  end  of  the  first  half  of  a 
financial  year,  with  this  information  being  presented  within  60  days  of  end  of  this  period. 

However,  where  governments,  or  other  regulators,  require  entities  to  publish  interim  financial 
reports,  then  IAS  34  determines  the  nature  and  minimum  content  that  should  be  included  in 
them. 

4  Contents  and  Form 

4.1  Contents 

An  interim  financial  report  should,  as  a  minimum,  include:  [IAS  34.8] 

■  a  condensed  statement  of  financial  position; 

■  a  condensed  statement  of  comprehensive  income  presented  as  either: 

-  a  condensed  single  statement;  or 

-  a  condensed  separate  income  statement  and  a  condensed  statement  of 
comprehensive  income; 

■  a  condensed  statement  of  changes  in  equity; 

■  a  condensed  statement  of  cash  flows;  and 

■  selected  explanatory  notes. 

4.2  Form 

An  entity  may  choose  to  publish  a  complete  set  of  financial  statements  for  an  interim  period. 
Where  a  complete  set  of  financial  statements  is  prepared,  it  should  be  in  accordance  with  IAS 
1  rather  than  IAS  34  even  if  it  is  for  an  interim  period.  However,  it  is  more  likely  that  an  entity 
will  choose  to  publish  condensed  information  in  its  interim  financial  statements,  as  it  is  less 
onerous  to  prepare.  [IAS  34.9] 
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'Condensed'  means  that  each  of  the  headings  and  sub-totals  presented  in  the  entity's  most 
recent  annual  financial  statements  is  required,  but  there  is  no  requirement  to  include  greater 
detail  unless  this  is  specifically  required  by  IAS  34.  Generally  there  is  no  requirement  to 
update  detailed  notes  presented  in  the  last  full  financial  statements,  because  a  user  will  have 
access  to  this  previously  published  information.  However,  an  entity  should  provide  additional 
line  items  and  headings  if  their  omission  would  be  misleading  to  users  of  the  interim 
information.  [IAS  34.10] 

IAS  34  requires  an  entity  to  present  both  basic  and  fully  diluted  earnings  per  share  (EPS) 
figures,  calculated  for  the  interim  period.  [IAS  34.11] 

4.3  Selected  explanatory  notes 

As  mentioned  above,  relatively  insignificant  updates  to  the  information  presented  in  the  notes 
in  the  most  recent  full  financial  statements  are  not  required  in  an  interim  report.  A  user  of  the 
financial  statements  will  have  the  last  set  of  financial  statements  and  a  comparison  of  these 
with  the  condensed  reports  presented  in  the  interim  statement  should  provide  enough 
information  to  ensure  that  an  informed  decision  about  the  current  financial  position  of  the 
entity  can  be  made.  However,  some  information  is  essential  to  the  understanding  of  the 
interim  report,  and  therefore  IAS  34  does  require  that  it  is  presented  in  the  notes  in  the  interim 
report.  This  information  should  normally  be  prepared  on  a  year-to-date  basis  (i.e.  by  treating 
the  interim  period  as  distinct  in  its  own  right  rather  than  as  part  of  a  longer  period).  Other 
information  should  be  presented  if  the  omission  of  such  information  would  affect  the  economic 
decisions  of  users  of  the  information. 

Information  presented  and  measured  during  an  interim  period  is  based  on  the  facts  for  that 
interim  period.  The  overriding  goal  is  for  a  user  of  the  interim  report  to  understand  the 
information  that  is  presented  within  it  on  a  stand  alone  basis. 

The  use  of  estimates  is  inherent  in  the  preparation  of  all  financial  information,  including  that 
contained  in  an  interim  report.  Where  an  estimate  made  in  an  interim  period  changes 
significantly  in  the  following  interim  period,  but  no  separate  financial  information  has  been 
presented  for  the  following  interim  period,  an  entity  should  explain  this  change  in  the  full 
financial  statements.  This  additional  disclosure  is  only  required  where  the  change  is 
significant,  for  example  where  the  original  assessment  of  a  fall  in  the  value  of  an  asset  has 
changed  due  to  the  outcome  of  an  event  that  happened  in  the  remaining  part  of  the  financial 
year.  [IAS  34.26] 

The  explanatory  information  required  to  be  presented  in  the  notes  to  the  interim  financial 
statements  is  set  out  below.  [IAS  34.16] 

■  In  preparing  an  interim  report  an  entity  should  apply  the  same  accounting  policies  and 
methods  of  computation  that  were  followed  and  used  for  the  preparation  of  its  most 
recent  annual  financial  statements.  This  provides  consistency  of  measurement  and 
presentation  and  assists  comparability.  An  entity  is  required  to  disclose  this  fact 
clearly  in  the  interim  report.  Where  it  has  been  necessary  to  adopt  a  different  policy  or 
method,  for  example  following  the  publication  of  a  new  international  standard,  this 
should  be  fully  explained,  providing  a  description  of  the  nature  and  effect  of  the 
change.  Where  an  entity  has  changed  its  accounting  policy  during  an  interim  period,  it 
should  restate  comparative  interim  period  results  in  line  with  IAS  8  Accounting 
policies,  changes  in  accounting  estimates  and  errors.  [IAS  34.43] 

■  Many  businesses  are  seasonal  in  nature  or  go  through  cycles;  for  example,  a  retail 
outlet  selling  ice-cream  will  make  the  majority  of  its  sales  during  the  summer  months. 
An  interim  period  which  only  covers  the  winter  months  is  likely  to  be  very  different  to 
one  covering  the  summer  months  for  such  an  entity.  Information  should  therefore  be 
disclosed  to  explain  this  difference.  In  seasonal  businesses  an  entity  is  encouraged  to 
present  additional  comparative  information  as  well  as  that  set  out  in  Section  5  below. 
[IAS  34.21] 
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■  An  entity  should  disclose  items  that  are  unusual  in  nature,  size  or  incidence  in  the 
current  period,  and  changes  in  estimates  of  amounts  reported  in  the  prior  period 
which  impact  the  current  interim  period  in  a  way  that  might  affect  the  economic 
decisions  made  by  a  user  of  the  interim  report. 

■  Where  an  entity  is  required  by  IFRS  8  Operating  segments  to  present  segmental 
information  in  its  annual  financial  statements,  it  should  report  the  segmental  profit  or 
loss  in  its  interim  report.  Information  in  respect  of  revenues  from  external  customers 
and  inter-segment  revenues  should  be  provided  if  such  revenues  are  included  in  the 
segment  profit  or  loss  reviewed  internally.  Total  assets  should  be  disclosed  if  there 
have  been  any  significant  changes  since  the  last  annual  financial  statements.  Any 
changes  in  the  segmentation  within  the  entity  since  the  last  annual  financial 
statement  should  be  explained  along  with  a  reconciliation  of  the  total  reportable 
segments'  profit  and  loss  to  the  entity's  profit  or  loss  before  taxation. 

■  An  entity  is  required  to  disclose  information  on  significant  events  that  have  occurred 
after  the  end  of  the  interim  period  in  the  same  way  as  it  does  in  its  full  financial 
statements. 

■  An  entity  should  include  information  on  the  effect  of  any  changes  in  composition  of 
the  entity  during  the  interim  period.  Such  changes  might  include,  for  example,  the 
acquisition  or  disposal  of  a  significant  subsidiary,  a  discontinued  operation  being 
identified  or  the  restructuring  of  the  entity's  main  businesses. 

■  Additional  information  is  also  required  in  relation  to  changes  in  the  capital  structure  of 
the  entity;  this  might  be  through  a  share  issue  or  the  repayment  of  debt.  Information 
in  relation  to  an  entity's  contingent  liabilities  or  contingent  assets  should  be  updated 
for  changes  since  the  end  of  the  last  reporting  period,  and  any  dividends  paid  during 
the  period  should  be  disclosed. 

If  an  entity's  interim  financial  reports  have  been  prepared  to  comply  with  IAS  34,  this  fact 
should  be  disclosed.  [IAS  34.19] 
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5  Reporting  Periods 

Interim  reports  should  include  interim  financial  statements  (condensed  or  complete)  for 
periods  as  follows:  [IAS  34.20] 


Statement 

Current  interim  period 

Comparative 

Statement  of  financial 

At  end  of  the  current  interim 

At  end  of  the  immediately 

position 

period 

preceding  financial  year 

Statement  of 

For: 

For  the  comparable  interim 

comprehensive  income 

■      the  current  interim  period; 

periods: 

and 

■      same  interim  period; 
and 

■      cumulatively  for  year-to- 

date  (where  the  interim 

■      cumulatively  for  year- 

period  is  not  on  a  year-to- 

to-date  of  the 

date  basis) 

immediately  preceding 
financial  year 

Statement  of  changes  in 

Cumulatively  for  year-to-date 

Year-to-date  of  the 

equity 

immediately  preceding 
financial  year 

Statement  of  cash  flows 

Cumulatively  for  year-to-date 

Year-to-date  of  the 
immediately  preceding 
financial  year 

Illustration  1 

An  entity  has  a  31  March  financial  year  end,  and  is  about  to  present  its  half-yearly  interim 
financial  statements  for  the  six  months  to  30  September  2007. 

The  relevant  dates  for  which  each  interim  financial  statement  needs  to  be  prepared  for  the 
current  period  and  for  the  comparative  period(s)  are: 


Statement 

Current  interim  period 

Comparative 

Statement  of  financial 
position:  as  at 

30  September  2007 

31  March  2007 

Statement  of 
comprehensive  income: 
6  months  ending 

30  September  2007 

30  September  2006 

Statement  of  changes  in 
equity: 

6  months  ending 

30  September  2007 

30  September  2006 

Statement  of  cash  flows: 
6  months  ending 

30  September  2007 

30  September  2006 
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6  Recognition  and  Measurement 

There  are  two  possible  approaches  to  recognition  and  measurement  in  interim  financial 
statements: 

■  the  discrete  approach:  where  each  interim  period  stands  alone  as  an  independent 
reporting  period;  or 

■  the  integral  approach:  where  each  interim  period  is  seen  as  part  of  the  larger 
accounting  year  to  which  it  belongs,  where  revenues  and  costs  would  be  recognised 
as  a  proportion  of  the  annual  totals. 

In  most  circumstances  IAS  34  requires  the  discrete  approach,  i.e.  year-to-date  basis.  As  a 
result,  the  entity  should  apply  the  same  accounting  policies  in  its  interim  financial  statements 
as  in  its  annual  financial  statements,  making  measurements  for  the  interim  period  on  a  year- 
to-date  basis.  This  basis  may  result  in  a  different  measurement  being  used  in  the  full  financial 
statements  compared  with  that  for  the  interim  period,  as  a  result  of  events  that  occur  following 
the  interim  period.  [IAS  34.28] 


Illustration  2 

An  entity's  accounting  year  ends  on  31  December  2008,  and  it  is  currently  preparing  interim 
financial  statements  for  the  half  year  to  30  June  2008. 

The  price  of  its  products  tends  to  vary.  At  30  June  2008,  it  has  inventories  of  100,000  units,  at 
a  cost  per  unit  of  CU1.40.  The  net  realisable  value  of  the  inventories  is  CU1.20  per  unit  at  30 
June  2008.  The  expected  net  realisable  value  of  the  inventories  at  31  December  2008  is 
CU1.55  per  unit. 

The  value  of  the  inventories  in  the  interim  financial  statements  at  30  June  2008  is  the  lower  of 
cost  and  NRV  at  30  June  2008.  This  is: 

100,000  x  CU1 .20  =  CU120,000 

The  net  realisable  value  at  31  December  2008  is  only  relevant  to  the  financial  statements  for 
the  full  year. 


Revenues  that  are  received,  or  costs  that  are  incurred,  only  at  certain  points  in  time  within  a 
financial  year  should  not  be  spread  over  the  full  year  by  anticipating  or  deferring  them;  instead 
they  should  be  recognised  as  they  become  receivable  or  are  incurred.  As  an  example,  if  it  is 
appropriate  to  accrue  a  government  grant  throughout  the  year,  then  a  consistent  treatment 
should  be  followed  during  the  interim  period.  [IAS  34.37,  34.39] 


Illustration  3 

An  entity's  accounting  year  ends  on  31  December  each  year  and  it  is  currently  preparing 
interim  financial  statements  for  the  half  year  to  30  June  2008.  It  has  a  contractual  agreement 
with  its  staff  that  it  will  pay  them  an  annual  bonus  equal  to  1 0%  of  their  annual  salary  if  the 
full  year's  output  exceeds  1  million  units.  Budgeted  output  is  1 .4  million  units  and  the  entity 
has  achieved  budgeted  output  during  the  first  six  months  of  the  year.  Annual  salaries  are 
estimated  to  be  CU100  million,  with  the  cost  in  the  first  half  year  to  30  June  being  CU45 
million. 

It  is  probable  that  the  bonus  will  be  paid,  given  that  the  actual  output  already  achieved  in  the 
year  is  in  line  with  budgeted  figures,  which  exceed  the  required  level  of  output.  So  a  bonus 
of  CU4.5  million  should  be  recognised  in  the  interim  financial  statements  at  30  June  2008. 
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Although  a  year-to-date  approach  is  generally  applied  for  the  preparation  of  interim  reports, 
IAS  34  requires  that  income  tax  should  be  accrued  based  on  the  entity's  best  estimate  of 
what  the  weighted  average  annual  tax  rate  will  be.  However,  the  taxable  profit  is  that  for  the 
interim  financial  reporting  period  only  (i.e.  it  is  not  a  proportion  of  the  annual  profit). 


Illustration  4 

An  entity's  accounting  year  ends  on  31  December  2008,  and  it  is  currently  preparing  interim 
financial  statements  for  the  half  year  to  30  June  2008. 

Its  profit  before  tax  for  the  6  month  period  to  30  June  2008  is  CU6  million.  The  business  is 
seasonal  and  the  profit  before  tax  for  the  six  months  to  31  December  2008  is  almost  certain 
to  be  CU10  million.  Income  tax  is  calculated  as  25%  of  reported  annual  profit  before  tax  if  it 
does  not  exceed  CU10  million.  If  annual  profit  before  tax  exceeds  CU10  million  the  tax  rate 
on  the  whole  amount  is  30%. 

The  taxation  charge  in  the  interim  financial  statements  is  based  upon  the  weighted  average 
rate  for  the  year.  In  this  case  the  entity's  tax  rate  for  the  year  is  expected  to  be  30%.  The 
taxation  charge  in  the  interim  financial  statements  will  be  CU1 .8  million. 


6.1  Impairment  in  the  interim  period 

Following  a  potential  conflict  between  IAS  34  and  IAS  36  Impairment  of  assets,  IFRIC  issued 
some  interpretation  guidance  in  the  form  of  IFRIC  10  Interim  financial  reporting  and 
impairment  in  July  2006.  The  guidance  sets  out  that  where  certain  impairment  losses  have 
been  recognised  in  an  interim  period,  no  reversal  is  permitted  in  subsequent  interim  financial 
statements  or  the  full  annual  financial  statements.  The  impairment  losses  in  question  are 
those  in  respect  of  goodwill  or  an  investment  in  either  an  equity  instrument  or  a  financial  asset 
carried  at  cost. 

The  confusion  arose  because,  while  IAS  36  and  IAS  39  are  clear  that  impairments  of  goodwill 
and  these  investments  should  not  be  reversed  in  a  subsequent  reporting  period,  IAS  34 
states  that  measurement  for  interim  reporting  purposes  is  made  on  a  year-to-date  basis.  IAS 
34  also  states  that  the  frequency  of  an  entity's  reporting  should  not  affect  measurements 
made  in  its  annual  financial  statements.  Applying  IAS  34  in  isolation  might  therefore  have  led 
to  an  impairment  which  existed  at  an  interim  period,  but  subsequently  reversed  at  the  year 
end,  being  reversed  in  the  full  annual  financial  statements. 
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7  Use  of  Estimates 

The  preparation  of  both  annual  and  interim  financial  reports  relies  on  the  use  of  estimates  in 
measuring  assets  and  liabilities.  The  measurement  procedures  in  any  period  should  be 
designed  to  ensure  that  the  resulting  estimates  are  reliable.  It  is  often  the  case  that  the 
preparation  of  an  interim  financial  report  will  require  a  greater  use  of  estimation  methods  than 
the  preparation  of  the  annual  financial  reports.  [IAS  34.41] 

IAS  34  sets  out  a  number  of  examples  where  different  estimation  methods  are  used  in  the 
interim  period  compared  with  an  entity's  financial  year-end,  for  example: 

■  Inventories:  At  the  year-end  it  is  best  practice  to  perform  a  full  inventory  count  to 
ensure  that  the  level  of  inventories  recorded  in  the  financial  statements  is  accurate. 
However,  such  a  procedure  is  not  necessarily  required  at  the  interim  reporting  date. 

■  Contingencies:  While  contingencies  should  be  disclosed  in  interim  reports,  it  is  not 
always  necessary  to  obtain  formal  reports  from  experts  (on  such  matters  as  litigation 
and  technical  claims)  in  order  to  verify  the  amount  of  such  contingencies  at  the 
interim  date. 

■  Provisions:  The  inclusion  in  the  financial  statements  of  certain  provisions,  such  as 
those  for  warranties  or  environmental  damage,  may  require  the  use  of  experts.  Whilst 
experts  may  be  engaged  to  assist  with  the  full  year-end  estimates,  at  the  interim 
period  it  may  be  appropriate  instead  to  update  the  information  that  was  provided  at 
the  previous  year  end. 


8  Chapter  Review 

The  key  issues  covered  in  this  chapter  deal  with  recognition,  measurement  and  disclosure  in 
interim  financial  statements.  IAS  34  does  not  require  the  preparation  of  interim  financial 
statements,  but  it  does  specify  the  minimum  content  of  such  reports  where  they  are  prepared 
and  the  principles  to  be  applied  within  them. 

This  chapter  has  covered: 

■  the  objectives,  scope  and  terminology  of  IAS  34; 

■  the  form  and  content  of  interim  financial  reports; 

■  interim  reporting  periods; 

■  recognition  and  measurement  criteria  in  interim  financial  reports;  and 

■  the  calculation  of  estimates  in  interim  financial  reports. 


THE  INSTITUTE 

of  chartered  Chapter  23  -  Interim  Reporting 

ACCOUNTANTS  *     33^ 

N  ENGLAND  AND  WALES  ° 


9  Self  Test  Questions 
Chapter  23 

1.  Are  the  following  statements  in  relation  to  an  interim  financial  report  true  or 

false,  according  to  IAS34  Interim  financial  reporting? 

(1)  An  interim  financial  report  may  consist  of  a  complete  set  of  financial 
statements. 

(2)  An  interim  financial  report  may  consist  of  a  condensed  set  of  financial 
statements. 

Statement  (l)Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Are  the  following  statements  with  respect  to  interim  reporting  true  or  false, 
according  to  IAS34  Interim  financial  reporting? 

(1)  It  is  necessary  to  count  inventories  in  full  at  the  end  of  each  interim 
accounting  period. 

(2)  The  net  realisable  value  of  inventories  is  determined  by  reference  to 
selling  prices  at  the  interim  date. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


The  Aconite  Company  is  preparing  interim  financial  statements  for  the  six 
months  to  30  June  20X7  in  accordance  with  the  minimum  requirements  of 
IAS34  Interim  financial  reporting.  Its  accounting  year  ends  on  31  December 
each  year. 

In  the  interim  financial  statements  for  the  six  months  to  30  June  20X7,  a 
statement  of  financial  position  at  30  June  20X7  and  a  statement  of 
comprehensive  income  for  the  six  months  to  30  June  20X7  will  be  presented. 
In  addition,  which  TWO  of  the  following  should  be  presented? 

A  Statement  of  financial  position  at  30  June  20X6 

B  Statement  of  financial  position  at  31  December  20X6 

C  Statement  of  comprehensive  income  for  the  half  year  to  30  June  20X6 

D  Statement  of  comprehensive  income  for  the  half  year  to  31  December 

20X6 
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The  terms  and  conditions  of  employment  with  The  Pleasing  Company  include 
entitlement  to  share  in  the  staff  bonus  system,  under  which  5%  of  the  profits 
for  the  year  before  charging  the  bonus  are  allocated  to  the  bonus  pool, 
provided  the  annual  profits  exceed  CU50  million. 

The  profits  (before  accrual  of  any  bonus)  for  the  first  half  of  20X7  amount  to 
CU40  million  and  the  latest  estimate  of  the  profits  (before  accrual  of  any 
bonus)  for  the  year  as  a  whole  is  CU60  million. 

How  much  should  be  recognised  in  profit  or  loss  in  respect  of  the  staff  bonus 
for  the  half  year  to  30  June  20X7,  according  to  IAS34  Interim  financial 
reporting? 


A 

Nil 

B 

CU3.0  million 

C 

CU2.0  million 

D 

CU1.5  million 

The  Virdi  Company's  profit  before  tax  for  the  six  months  to  30  September 
20X7  was  CU5  million.  However,  the  business  is  seasonal  and  profit  before 
tax  for  the  six  months  to  31  March  20X8  is  almost  certain  to  be  CU9  million. 
Profit  before  tax  equals  taxable  profit  for  this  company. 

Virdi  operates  in  a  country  where  income  tax  on  companies  is  at  a  rate  of 
30%  if  annual  profits  are  below  CU1 1  million  and  a  rate  of  35%  where  annual 
profits  exceed  CU1 1  million.  These  tax  rates  apply  to  the  entire  profit  for  the 
year. 

Under  IAS34  Interim  financial  reporting,  what  should  be  the  income  tax 
expense  in  Virdi's  interim  financial  statements  for  the  half  year  to  30 
September  20X7? 


A 

CU1. 75  million 

B 

CU2. 10  million 

C 

CU1.50  million 

D 

CU2.45  million 
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The  Kaikeru  Company  is  preparing  its  financial  statements  for  the  first  half  of 
its  financial  year  ending  31  December  20X7. 

One  class  of  inventory  has  a  cost  per  unit  of  CU5.00  and  a  net  realisable 
value  at  30  June  20X7  of  CU4.80  per  unit.  The  business  is  seasonal  and  the 
net  realisable  value  at  31  December  20X7  is  expected  to  be  CU5.50. 

Kaikeru's  budget  for  the  year  scheduled  a  major  refurbishment  project  for 
April  to  June  20X7.  For  legal  reasons  the  contract  for  the  refurbishment  was 
not  signed  until  8  July  20X7,  on  which  date  the  work  was  started. 

Are  the  following  statements  true  or  false,  according  to  IAS34  Interim  financial 
reporting? 

(1)  The  inventory  should  be  carried  at  its  cost  per  unit  of  CU5.00  at  30 
June  20X7. 

(2)  The  cost  of  the  major  refurbishment  project  should  be  accrued  at  30 
June  20X7. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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Chapter  24 

EARNINGS  PER  SHARE 


1  Business  Context 

A  key  performance  measure  of  an  entity  is  its  earnings  per  share  (EPS)  figure.  It  is  an 
important  element  of  the  price  earnings  ratio  which  is  often  used  for  business  valuation 
purposes.  However,  EPS  is  only  as  good  as  the  basis  on  which  it  has  been  calculated.  If 
there  were  no  guidelines  setting  out  how  such  a  measure  should  be  calculated,  then  entities 
would  have  the  ability  to  derive  a  measure  that  presented  a  favourable  position  even  where 
this  was  not  the  reality. 

Put  simply,  EPS  is  calculated  as  reported  profits  divided  by  the  number  of  shares  in  issue. 
Although  entities  adopt  different  accounting  policies  which  may  affect  their  reported  profits, 
they  are  required  to  calculate  the  number  of  shares  in  issue  in  a  consistent  manner.  Setting 
such  guidelines  minimises  an  entity's  ability  to  report  an  EPS  figure  that  has  been  adjusted  to 
fit  particular  circumstances.  Consistency  of  calculation  improves  an  entity's  financial  reporting 
and  aids  the  ability  of  users  to  make  useful  comparisons  between  different  entities. 


2  Chapter  Objectives 

On  completion  of  this  chapter  you  should  be  able  to: 

understand  the  purpose  of  earnings  per  share  and  the  objective  of  IAS  33 
Earnings  per  share; 

demonstrate  a  knowledge  of  the  calculation  of  basic  EPS; 

be  able  to  adjust  EPS  for  changes  in  the  number  of  shares  resulting  from,  for 
example,  a  bonus  issue; 

understand  what  diluted  and  adjusted  EPS  figures  are;  and 

demonstrate  the  disclosure  requirements  within  IAS  33. 

3  Objectives,  Scope  and  Definitions  of  IAS  33 

The  objective  of  IAS  33  is  to  set  out  principles  for  the  calculation  and  presentation  of  EPS,  to 
improve  performance  comparisons  between  different  entities  in  the  same  reporting  period  and 
between  different  reporting  periods  for  the  same  entity.  Since  EPS  is  a  measure  of 
performance  based  on  the  reported  profits  of  the  entity,  it  is  important  to  appreciate  that 
entities  may  have  adopted  different  accounting  policies  in  calculating  their  profits. 

IAS  33  applies  to  entities  whose  ordinary  shares  are  publicly  traded  or  are  in  the  process  of 
being  issued  in  public  markets.  Where  an  entity  presents  both  group  financial  statements  and 
individual  entity  financial  statements,  EPS  disclosures  are  only  required  in  the  consolidated 
financial  statements.  However,  an  entity  is  permitted  to  disclose  EPS  information  in  the 
entity's  individual  financial  statements.  [IAS  33.2,  33.4] 
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4  Basic  Earnings  Per  Share 

An  entity  is  required  to  calculate  and  present  a  basic  EPS  amount  based  on  the  profit  or  loss 
for  the  period  attributable  to  the  ordinary  equity  holders  of  the  parent  entity.  If  an  entity  has 
reported  such  a  profit  or  loss  from  'continuing  operations'  separately,  then  it  is  also  required  to 
report  a  basic  EPS  figure  based  on  that  profit  or  loss.  [IAS  33.9] 

If  an  entity  reports  the  profit  or  loss  from  discontinued  operations,  basic  EPS  should  also  be 
calculated  based  on  that  profit  or  loss.  [IAS  33.68] 

Basic  EPS  is  calculated  by  dividing  the  relevant  profit  or  loss  (the  numerator)  by  the  weighted 
average  number  of  ordinary  shares  outstanding  (the  denominator)  during  the  period. 
[IAS  33.10] 

Net  profit  (loss)  for  the  period  attributable  to  ordinary  shareholders 
Weighted  average 

number  of  ordinary  shares 
outstanding  during  the  period 

Shares  should  generally  be  included  in  the  weighted  average  number  of  shares  from  the 
date  the  consideration  for  their  issue  (this  is  generally  the  date  of  their  issue)  is  receivable. 

4.1  Calculating  earnings 

To  arrive  at  the  profit  or  loss  attributable  to  the  ordinary  shareholders,  it  is  necessary  to 
deduct  any  dividends  or  other  financing  costs  in  relation  to  preference  shares.  Such 
adjustments  will  include  the  financing  cost  associated  with  any  redemption  premium  payable 
on  preference  shares.  The  dividends  on  redeemable  preference  shares  are  usually  included 
as  part  of  profit  or  loss  for  the  period  as  finance  costs  in  accordance  with  IAS  32  Financial 
instruments:  presentation.  Where  a  dividend  has  not  been  declared  in  respect  of  non- 
cumulative  preference  shares,  no  deduction  should  be  made.  However,  where  an  entity  has 
cumulative  preference  shares,  one  year  of  dividend  should  be  deducted,  regardless  of  when 
the  dividend  is  actually  declared  and  paid.  [IAS  33.12] 


Illustration  1 

An  entity's  profit  aftertax  is  CU1 0,000.  The  entity  has  two  classes  of  preference  share 
capital  in  issue: 

■  CU1 0,000  8%  redeemable  preference  shares  which  are  classified  as  debt  within 
the  financial  statements.  The  related  dividend  has  been  included  in  profit  or  loss 
for  the  period  as  a  finance  cost. 

■  CU5,000  10%  irredeemable  preference  shares  which  are  classified  within  equity. 
The  related  dividend  is  included  in  the  statement  of  changes  in  equity. 

The  redeemable  preference  share  dividend  has  already  been  deducted  in  arriving  at  the 
profit  after  tax.  The  irredeemable  preference  dividend  of  CU500  needs  to  be  deducted  to 
arrive  at  the  profit  attributable  to  ordinary  shareholders  of  CU9,500. 


4.2  Calculating  the  weighted  average  number  of  ordinary  shares 

The  weighted  average  number  of  ordinary  shares  is  used  in  the  calculation  of  the  basic  EPS 
figure.  This  takes  into  account  changes  in  the  number  of  shares  during  the  period.  The 
starting  point  is  the  number  of  shares  that  were  outstanding  at  the  beginning  of  the  period. 
This  is  then  adjusted  for  shares  issued  or  cancelled  during  the  period.  Where  the  number  of 
shares  has  changed  during  the  period,  a  time  weighting  factor  should  be  applied,  being  the 

THE  INSTITUTE 

of  chartered  Chapter  24  -  Earnings  Per  Share 

accountants  Page  342 

N  ENGLAND  AND  WALES  ° 


number  of  days  that  the  shares  were  outstanding  as  a  proportion  of  the  total  number  of  days 
in  the  period. 


Illustration  2 

An  entity  has  10m  ordinary  shares  in  issue  at  1  January  2007.  Its  year  end  is  31 
December.  During  2007  the  following  events  occur: 

1  April  2007  2m  shares  are  issued  to  acquire  a  subsidiary; 

1  October  2007      4m  shares  are  issued  to  raise  cash  to  repay  borrowings. 

The  weighted  average  number  of  ordinary  shares  is  calculated  as  follows. 

Number  of  shares  outstanding  at  the  beginning  of  the  period 

10m  x  12/12  =  10.0m 

2m  additional  shares  issued  1  April  as  consideration  for  the  acquisition,  in  existence  for 
the  remaining  9  months  of  the  year 

2m  x  9/12  =1.5m 

4m  additional  shares  issued  1  October  for  cash,  in  existence  for  the  remaining  3 
months  of  the  year 

4m  x  3/12  =1.0m 

Weighted  average  number  of  shares  outstanding  =  10.0  + 1.5  + 1.0  =  12.5m 


The  share  issues  in  Illustration  2  both  result  in  an  increase  in  the  entity's  resources,  in  the 
form  of  cash  and  profit-earning  net  assets  respectively.  As  these  additional  resources  were 
only  available  for  part  of  the  accounting  period,  the  number  of  shares  has  been  time  weighted 
proportionately. 

But  where  there  has  been  a  change  in  the  number  of  shares  without  a  corresponding  change 
in  the  resources  of  the  entity,  as  with  a  bonus  issue,  for  example,  the  weighted  average 
number  of  shares  should  be  adjusted  by  assuming  that  this  new  number  of  shares  had 
always  been  outstanding.  This  adjustment  therefore  assumes  that  the  new  issue  of  shares 
had  occurred  at  the  beginning  of  the  earliest  period  reported.  The  EPS  calculation  for 
comparative  periods  reported  should  also  be  adjusted  in  respect  of  such  issues.  [IAS  33.26] 

Examples  of  where  the  number  of  shares  change  but  there  is  no  corresponding  change  in 
resources  include: 

■  a  bonus  issue  (or  stock  dividend).  This  is  where  shares  are  issued  to  current 
shareholders  for  no  consideration,  i.e.  shares  given  for  free.  In  a  stock  dividend, 
shares  are  issued  to  the  shareholders  rather  than  the  entity  paying  out  a  cash 
dividend.  In  such  circumstances  the  number  of  shares  increases  but  there  is  no 
change  to  the  entity's  resources  (assets);  and 

■  a  share  split.  This  is  where  the  entity  splits  each  share  that  is  currently  in  issue.  For 
example,  an  entity  currently  has  1,000  CU10  shares  in  issue.  The  entity  is 
reorganising  its  funding  and  therefore  wishes  to  split  the  shares  into  CLJ5  units. 
Following  the  share  split  there  will  be  2,000  CU5  shares  in  issue.  The  resources  of 
the  entity  have  not  changed. 
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This  backdating  of  the  new  shares  to  the  beginning  of  the  earliest  period  reported  is 
also  to  be  applied  to  bonus  and  other  similar  issues  made  after  the  end  of  the 
reporting  period  but  before  the  financial  statements  are  authorised  for  issue. 
[IAS  33.64] 


Illustration  3 

At  1  January  2007  an  entity  had  in  issue  20m  ordinary  shares. 
During  2007  the  following  events  took  place: 

■  31  May  2007:  issue  of  6m  shares  for  cash. 

■  30  September  2007:  1  for  2  bonus  issue. 

Net  profit  for  the  year  ended  31  December  2007  was  CU8m. 

EPS  for  2007 

Weighted  average  shares: 

Weighted  average  number  of  shares  at  the  beginning  of  the  year 
20m  x  %  =  20.0m 

6m  shares  issued  for  cash  on  31  May,  in  existence  for  7  months 
6m  x  7/12  =  3.5m 

1  for  2  bonus  issue  on  20  September  -  as  no  additional  resources  were  received, 
adjust  number  of  shares  for  the  complete  period 

■  For  shares  outstanding  at  the  beginning  of  the  year:  20m  X/4x  12A|2  =  1 0.0m 

■  For  shares  issued  on  31  May:  6m  x  %  x  7/12  =  1 .75m 

Weighted  average  number  of  shares  for  the  period  is: 

20.0m  +  3.5m  +  10.0m  +  1.75m  =  35.25m 
Earnings  per  share  for  2007: 

CU8m/  35.25m  =  CU0.227 
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5  Diluted  Earnings  Per  Share 

In  certain  circumstances  IAS  33  also  requires  an  entity  to  disclose  a  diluted  EPS  figure.  A 
diluted  EPS  figure  takes  account  of  any  convertible  instruments  such  as  convertible 
preference  shares  already  in  issue,  presenting  a  performance  measure  setting  out  the  effect 
that  these  will  have  on  the  basic  EPS  calculation  if  conversion  occurs.  A  dilution  is  basically  a 
reduction  in  the  EPS  figure  (or  increase  in  a  loss  per  share)  that  will  result  on  the  conversion 
of  convertible  instruments  in  issue  as  a  result  of  more  shares  being  in  issue.  [IAS  33.5] 

5.1  Calculation  of  earnings 

The  starting  point  in  calculating  the  profit  or  loss  used  in  the  diluted  EPS  figure  is  the  profit  or 
loss  for  basic  EPS.  However,  following  the  conversion  of  the  convertible  instruments,  the 
entity  will  no  longer  have  to  pay  out  the  financing  costs  on  the  convertible  instruments. 
Holders  will  instead  be  entitled  to  participate  in  the  net  profit  attributable  to  the  ordinary  equity 
holders,  through  their  holdings  of  the  additional  shares.  Therefore,  the  net  profit  should  be 
increased  by  the  financing  costs  no  longer  payable  on  these  convertible  instruments. 

5.2  Calculation  of  the  weighted  average  number  of  shares 

The  weighted  average  number  of  shares  is  that  used  for  basic  EPS  plus  the  number  of 
shares  that  would  be  issued  if  the  convertible  instruments  were  converted.  It  is  assumed 
that  the  conversion  took  place  at  the  beginning  of  the  earliest  period  reported,  i.e.  they  had 
always  been  in  existence.  [IAS  33.36] 

The  conversion  of  all  instruments  with  the  potential  to  be  ordinary  shares  should  be 
assumed.  This  embraces  not  only  convertible  debt  or  preference  shares  but  also,  for 
example,  share  options.  All  such  instruments  are  included  in  the  calculation  if  their 
presumed  conversion  would  lead  to  a  dilution  in  basic  EPS  (a  decrease  in  EPS  or  increase 
in  a  loss  per  share).  To  establish  whether  such  instruments  are  dilutive,  their  conversion 
should  be  determined  using  the  profit  or  loss  from  continuing  operations.  [IAS  33.41] 

Where  dilutive  share  options  are  held,  the  proceeds  received  from  their  exercise  is 
presumed  to  have  been  from  the  issue  of  shares  at  the  average  market  price.  If  the  number 
of  shares  from  this  calculation  is  less  than  the  actual  number  of  shares  required  to  be  issued 
on  exercise,  then  the  additional  shares  are  assumed  to  have  been  issued  for  no 
consideration  (i.e.  a  bonus  issue).  [IAS  33.45] 


6  Presentation  and  Disclosure 

An  entity  is  required  to  present  both  the  basic  and  diluted  EPS  figures  for  profit  or  loss  from 
continuing  operations  in  its  statement  of  comprehensive  income.  The  basic  and  diluted  EPS 
figures  should  be  presented  with  equal  prominence  for  all  periods  reported  i.e.  comparative 
figures  are  also  required.  The  EPS  figures  are  required  even  where  the  entity  has  made  a 
loss  during  the  period,  in  which  case  the  reported  figures  will  represent  a  loss  per  share. 
[IAS  33.66] 

In  addition,  if  the  entity  has  discontinued  operations  during  the  period,  then  a  basic  and 

diluted  EPS  figure  should  be  reported  based  on  the  discontinued  results  of  the  entity.  This 

figure  may  be  presented  either  in  its  statement  of  comprehensive  income  or  as  part  of  the 

notes. 

[IAS  33.68,  33.69] 

If  a  separate  income  statement  and  statement  of  comprehensive  income  is  prepared  by  the 
entity  in  accordance  with  IAS  1  Presentation  of  financial  statements,  then  the  EPS 
calculations  based  on  continuing  and  discontinued  operations  should  be  reported  in  the 
separate  income  statement.  [IAS  33.67A,  33.68A] 
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An  entity  should  disclose  the  following  with  respect  to  the  basic  and  diluted  EPS  figures: 

■  the  amounts  used  as  the  numerator  in  both  calculations  and  a  reconciliation 
of  those  amounts  to  the  reported  profit  or  loss  attributable  to  the  parent  entity 
for  the  period; 

■  the  weighted  average  number  of  ordinary  shares  used  as  the  denominator 
for  both  calculations;  and 

■  a  reconciliation  of  the  weighted  average  number  of  shares  used  in  the  basic  EPS 
calculation  to  that  used  for  diluted  EPS.  Individual  adjustments  should  be  separately 
identified  in  the  reconciliation.  [IAS  33.70] 

If  share  transactions  have  taken  place  after  the  end  of  the  reporting  period  and  the  number 
of  shares  would  have  changed  significantly  from  those  used  in  the  calculations  had  the 
issue  taken  place  before  this  date,  then  this  fact  should  be  disclosed. 

An  entity  is  permitted  to  report  an  EPS  figure  that  has  been  adjusted  for  specific  events  in 
addition  to  the  basic  and  diluted  EPS  figures.  Examples  of  such  additional  EPS  figures 
might  be  to  remove  one-off  profits  or  losses  that  have  arisen  during  the  period  from,  say,  the 
sale  of  a  large  piece  of  machinery.  In  these  circumstances  the  entity  may  wish  to  report  a 
more  'steady'  EPS  figure.  If  such  additional  EPS  figures  are  reported,  then  they  should  be 
calculated  based  on  the  same  weighted  average  number  of  shares  as  for  the  basic  and 
diluted  EPS  figures.  If  the  profit  or  loss  figure  used  in  the  calculation  is  not  a  reported 
component  of  the  statement  of  comprehensive  income,  then  a  reconciliation  to  such  an  item 
should  be  presented.  Additional  EPS  figures  should  be  presented  in  the  notes  to  the 
financial  statements.  [IAS  33.73] 


7  Chapter  Review 

EPS  is  one  of  the  key  performance  measures  of  an  entity  and  its  main  purpose  is  to  allow 
users  of  the  financial  statements  to  compare  one  entity  with  another  in  the  confidence  that 
both  are  using  the  same  reporting  guidelines. 

This  chapter  has  covered: 

■  understanding  the  role  of  EPS  as  a  performance  measure; 

■  demonstrating  the  calculations  required  to  derive  a  basic  EPS  figure; 

■  understanding  the  diluted  EPS  figure;  and 

■  knowing  the  presentation  and  disclosure  requirements  in  IAS  33. 
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8  Self  Test  Questions 
Chapter  24 

1 .  Are  the  following  statements  in  relation  to  the  term  'dilution'  true  or  false, 

according  to  IAS33  Earnings  per  share? 

(1)  A  reduction  in  earnings  per  share  is  an  example  of  dilution. 

(2)  A  reduction  in  loss  per  share  is  an  example  of  dilution. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Which  TWO  of  the  following  items  must  be  disclosed,  according  to  IAS33 
Earnings  per  share? 

A  Forecast  earnings  per  share  for  the  following  financial  year 

B  A  five-year  trend  analysis  of  earnings  per  share 

C  The  weighted  average  number  of  ordinary  shares  used  to  calculate 

earnings  per  share 
D  The  earnings  figures  used  in  calculating  basic  and  diluted  earnings 

per  share 


Are  the  following  statements  true  or  false,  according  to  IAS33  Earnings  per 
share? 

(1)  Earnings  per  share  amounts  should  not  be  presented  if  they  are 
negative,  i.e.  losses  per  share. 

(2)  Earnings  per  share  amounts  calculated  for  discontinued  operations 
should  be  presented. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Peabody  Company  is  calculating  its  weighted  average  number  of 
ordinary  shares  in  issue  during  the  year  ended  31  December  20X7.  During 
the  year  it  issued  new  ordinary  shares  for  cash  at  full  market  price  and  made 
a  1  for  8  bonus  issue. 

Are  the  following  statements  true  or  false,  according  to  IAS33  Earnings  per 
share? 

(1)  New  shares  issued  as  a  result  of  bonus  issue  should  be  time- 
apportioned  from  their  date  of  issue. 

(2)  New  shares  issued  for  cash  at  full  market  price  should  be  time- 
apportioned  from  their  date  of  issue. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Smertin  is  a  company  listed  on  a  recognised  stock  exchange.  Given  below  is 
an  extract  from  its  statement  of  comprehensive  income  for  the  year  ended  31 
December  20X7. 

CU 

Profit  before  tax  580,000 

Income  tax  expense  150,000 

Profit  after  tax  430,000 

In  addition  to  the  above  information  the  company  paid  during  the  year  an 
ordinary  dividend  of  CU40,000  and  a  dividend  on  its  redeemable  preference 
shares  of  CU50,000. 

The  company  had  CU1 00,000  of  CU0.50  ordinary  shares  in  issue  throughout 
the  year  and  authorised  share  capital  of  1 ,000,000  ordinary  shares. 

What  should  be  the  basic  earnings  per  share  figure  for  the  year  according  to 
IAS33  Earnings  per  share? 


A 

CU2.15 

B 

CU1.90 

C 

CU0.38 

D 

CU0.43 
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Cyan  is  a  company  listed  on  a  recognised  stock  exchange.  Its  financial 
statements  for  the  year  ended  31  December  20X7  showed  earnings  per 
share  of  CU0.850. 

On  1  July  20X8  Cyan  made  a  3  for  1  bonus  issue. 

According  to  IAS33  Earnings  per  share,  what  figure  for  the  20X7  earnings  per 
share  will  be  shown  as  comparative  information  in  the  financial  statements  for 
the  year  ended  31  December  20X8? 

A  CU0.212 

B  CU2.550 

C  CU3.400 

D  CU0.283 


The  Suhail  Company  is  listed  on  a  recognised  stock  exchange. 

At  31  December  20X7,  the  company  had  CU50,000  ordinary  shares  of 
CU0.25  in  issue.  Profit  before  tax  for  the  year  was  CU50,000  and  the  tax 
charge  was  CU12,500. 

According  to  IAS33,  what  is  Suhail's  basic  earnings  per  share  for  the  year? 


A 

CU0.250 

B 

CU0.375 

C 

CU0.500 

D 

CU0.188 

The  Viera  Company  is  listed  on  a  recognised  stock  exchange. 

During  the  year  ended  31  December  20X7,  the  company  had  5  million 
ordinary  shares  of  CU1  and  500,000  6%  irredeemable  preference  shares  of 
CU1  in  issue. 

Profit  before  tax  for  the  year  was  CU800,000  and  the  tax  charge  was 
CU200,000. 

According  to  IAS33,  what  is  Viera's  basic  earnings  per  share  for  the  year? 


A 

CU0.114 

B 

CU0.109 

C 

CU0.160 

D 

CU0.120 
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The  Polyphony  Company  had  100,000  equity  shares  in  issue  on  1  January 
20X7.  On  1  July  20X7  it  issued  20,000  new  shares  by  way  of  a  1  for  5  bonus. 
On  1  October  20X7  it  issued  28,000  new  shares  for  cash  at  full  market  price. 

When  calculating  basic  earnings  per  share,  how  many  shares  should  be 
divided  into  the  profit  aftertax,  according  to  IAS33  Earnings  per  share? 


A 

100,000 

B 

117,000 

C 

148,000 

D 

127,000 
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Chapter  25 

RELATED  PARTY  DISCLOSURES 


1  Business  Context 

It  is  generally  assumed  that  directors  attempt  to  promote  the  interests  of  the  shareholders  in 
their  dealings  with  other  entities. 

Given  the  variety  of  stakeholders  who  have  interests  in  an  entity,  there  is  a  risk  that  some 
relationships  will  lead  to  conflicting  interests.  Examples  might  include  transactions  between 
entities  under  common  control,  for  example  a  parent  and  a  subsidiary,  or  transactions 
between  an  entity  and  its  directors.  In  these  circumstances  the  normal  rules  of  commercial 
arrangements  may  not  apply,  and  thus  the  reported  performance  of  the  entity  may  be 
distorted. 

A  conflict  of  interest  may  arise  where  a  director  seeks  to  promote  his  or  her  self-interest  rather 
than  that  of  the  shareholders.  In  these  circumstances,  the  two  parties  to  the  transaction  are 
said  to  be  related  to  each  other,  and  transactions  that  take  place  between  them  to  be  related 
party  transactions. 

Some  related  party  transactions  are  difficult  to  identify,  for  example  where  no  price  is  charged 
for  the  transaction,  such  as  the  provision  of  management  services  for  no  charge  by  a  parent 
to  a  subsidiary.  Another  example  is  where  a  newly  acquired  subsidiary  terminates  long- 
standing trading  arrangements  on  the  instructions  of  its  new  parent.  It  is  difficult  to  identify  this 
'non-trading'  as  a  related  party  transaction. 

Corporate  governance  structures  seek  to  control  such  relationships.  As  part  of  this  process, 
IAS  24  Related  party  disclosures  aids  transparency  by  requiring  disclosure  in  the  financial 
statements  of  any  such  relationships  and  the  transactions  stemming  from  them. 


2  Chapter  Objectives 

This  chapter  explains  the  disclosure  requirements  of  IAS  24  in  relation  to  related  party 
transactions.  IAS  24  contains  no  recognition  or  measurement  requirements;  it  merely  requires 
disclosure  of  the  nature  of  related  party  relationships  and  of  any  transactions  between  such 
parties. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  scope  and  objectives  of  IAS  24  on  related  party  disclosures; 

■  interpret  the  important  terminology  and  definitions  which  relate  to  the  identification  of 
related  party  relationships  and  transactions; 

■  understand  and  demonstrate  a  knowledge  of  the  key  principles  concerning  related 
party  disclosures  in  the  financial  statements;  and 

■  apply  knowledge  and  understanding  of  IAS  24  in  particular  circumstances,  through 
the  application  of  its  principles  to  given  scenarios. 
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3  Objectives,  Scope  and  Definition  of  IAS  24 

3.1  Objectives 

The  principal  objective  of  IAS  24  is  to  ensure  that  an  entity's  financial  statements  contain  the 
disclosures  necessary  to  draw  attention  to  the  possibility  that  its  financial  position,  and  profit 
or  loss,  may  have  been  affected  by  the  existence  of  related  parties  and  by  related  party 
transactions. 

IAS  24  not  only  requires  transactions  with  key  management  personnel,  for  example  the 
directors,  to  be  disclosed,  but  also  ensures  that  important  information  about  the  rewards  and 
incentives  available  to  them  are  clearly  set  out  in  the  financial  statements. 

Knowledge  of  related  party  transactions,  any  outstanding  balances  with  a  related  party  and 
the  nature  of  related  party  relationships  may  affect  the  assessment  of  an  entity's  operations 
by  users  of  the  financial  statements.  Such  assessments  are  likely  to  include  the  risks  and 
opportunities  facing  an  entity. 

Related  party  relationships  are,  however,  a  normal  feature  of  commerce  and  business,  so  IAS 
24  does  not  attempt  to  prevent  such  relationships  or  impute  revised  values  to  related  party 
transactions. 

The  key  emphasis  of  IAS  24  is  that  appropriate  disclosure  is  made. 

3.2  Scope 

IAS  24  should  be  applied  in  identifying  whether  a  related  party  relationship  exists  and  whether 
related  party  transactions  have  taken  place  in  the  period.  Its  application  is  also  required  in 
identifying  whether  there  are  any  outstanding  balances  between  the  entity  and  a  related  party. 
The  standard  also  sets  out  the  circumstances  in  which  disclosures  are  appropriate  and  what 
those  disclosures  should  be.  [IAS  24.2] 

IAS  24  requires  the  disclosure  of  related  party  transactions  and  outstanding  balances  with 
related  parties  in  the  separate  financial  statements  of  a  parent  entity.  Such  disclosures  should 
also  be  made  in  the  financial  statements  of  an  investor  in  a  joint  venture  and  a  venturer  where 
appropriate.  [IAS  24.3] 

Related  party  transactions  and  outstanding  balances  arising  from  transactions  with  other 
entities  in  a  group  are  disclosed  in  an  individual  entity's  financial  statements,  although  such 
intra-group  transactions  are  eliminated  on  consolidation  in  the  financial  statements  of  the 
group. 

3.3  Related  parties 

A  party  may  be  related  to  an  entity  in  a  number  of  ways.  Some  related  party  relationships  are 
easier  to  identify  than  others.  For  example  a  joint  venture  undertaking  of  an  entity  is  related  to 
that  entity,  as  are  the  key  management  personnel  of  an  entity  or  its  parent. 

The  term  'key  management  personnel'  includes  the  directors  but  goes  much  wider  to  include 
any  person  who  has  authority  or  responsibility  for  running  the  business.  Because  such 
personnel  are  key  to  the  successful  operation  of  the  entity,  the  definition  of  a  related  party 
extends  to  the  close  members  of  their  family  and  any  entity  that  is  controlled,  jointly  controlled 
or  significantly  influenced  by  either  the  key  management  personnel  or  a  close  member  of  their 
family.  [IAS  24.9] 

Control  is  the  ability  to  obtain  benefits  by  governing  the  financial  and  operating  policies  of  an 
entity.  Joint  control  is  the  sharing  of  control  through  a  contractual  arrangement  and  significant 
influence  is  the  ability  to  participate  in,  rather  than  control,  the  financial  and  operating  policy 
decisions.  [IAS  24.9] 

THE  INSTITUTE 

of  chartered  Chapter  25  -  Related  Party  Disclosures 

accountants  Page  352 

N  ENGLAND  AND  WALES  ° 


Close  members  of  family  of  an  individual  are  family  members  who  may  be  expected  to 
influence,  or  be  influenced  by,  that  individual  in  their  dealings  with  the  entity.  Examples  of 
close  family  members  include  the  individual's  domestic  partner  and  any  dependants  of  the 
individual  or  of  his  or  her  partner.  [IAS  24.9] 

Other  relationships  that  are  specifically  identified  as  being  a  related  party  include  a  post- 
employment  benefit  plan  for  the  benefit  of  the  entity's  employees.  [IAS  24.9] 


4  Substance  over  Form 

In  identifying  a  related  party  relationship,  attention  should  be  directed  to  the  substance  of  the 
relationship  rather  than  focusing  on  its  legal  form.  For  example,  two  entities  that  have  a 
common  director  are  not  necessarily  related  parties,  nor  are  two  venturers  purely  because 
they  share  joint  control  over  a  joint  venture.  Significant  volumes  of  business  with  a  customer 
or  supplier  do  not  necessarily  create  a  related  party  relationship  with  them. 


Illustration  1 

Mint  is  an  entity  that  complies  with  the  minimum  requirements  of  IAS  24.  The  following 
relationships  have  been  identified: 

(1)  Toffee  is  a  separate  entity  in  which  one  of  Mint's  junior  managers  owns  10%  of  the 
share  capital. 

This  is  not  a  related  party.  A  junior  manager  is  unlikely  to  be  a  member  of  'key 
management  personnel'  in  Mint  and  with  only  a  10%  holding  in  Toffee  is  unlikely  to 
have  significant  influence  over  it. 

(2)  The  daughter  of  a  director  of  Mint. 

The  daughter  is  a  related  party.  The  director  is  a  related  party  as  a  member  of  'key 
management  personnel'  and  his  or  her  daughter  falls  within  the  definition  of  close  family 
members. 

(3)  A  director  of  Mint  owns  60%  of  the  share  capital  of  another  entity  called  Chocolate. 

Chocolate  is  a  related  party  as  it  is  under  the  control  of  a  member  of  'key  management 
personnel'. 

(4)  Miss  Butterscotch  owns  25%  of  the  share  capital  of  Mint. 

Miss  Butterscotch  is  probably  a  related  party  since  a  25%  shareholding  is  likely  to 
provide  her  with  the  ability  to  exert  significant  influence.  This  will  depend,  however,  on 
who  owns  the  remaining  75%  holding. 

(5)  A  director  of  Mint  is  also  a  director  of  Sugar  (which  is  independent  of  Mint)  but  is  not  a 
shareholder  in  either  entity. 

If  the  director  is  one  amongst  many  on  the  board  of  Sugar  and  there  are  no  others  who 
are  directors  of  Mint  and  Sugar,  then  it  is  unlikely  that  there  is  common  control  or 
influence.  The  act  of  merely  being  a  director  on  both  boards  does  not  mean  that  the 
second  entity  is  automatically  a  related  party  of  the  first  entity.  There  is  probably  no 
related  party  relationship. 

(6)  Cream  is  an  entity  owned  by  the  niece  of  the  finance  director  of  Mint. 

The  niece  is  not  a  sufficiently  close  relative  of  Mint's  finance  director  for  Cream  to 
constitute  a  related  party. 
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5  Related  Party  Transactions 

A  related  party  transaction  is  defined  as  a  transfer  of  resources,  services  or  obligations 
between  related  parties,  regardless  of  whether  a  price  is  charged.  [IAS  24.9] 

In  simple  terms  this  covers  any  transaction  between  two  related  parties  even  if  the 
transactions  take  place  at  a  full  arm's  length  price,  i.e.  a  market  price.  Contrast  this  with  the 
common  practice  whereby  employees  receive  goods  or  services  at  reduced  prices  or  for  free; 
if  the  employees  fall  within  the  definition  of  key  management  personnel,  such  transactions  will 
be  between  related  parties  and  the  entity  will  need  to  disclose  them. 

IAS  24  is  based  on  the  principle  that  it  is  the  identification  of  the  related  party  relationship  that 
triggers  the  disclosure  requirements. 


6  Disclosures 

IAS  24  requires  an  entity  to  disclose  the  relationship  between  an  entity  and  its  parent  and/or 
subsidiaries.  This  relationship  is  seen  as  so  important  to  users  of  the  financial  statements  that 
disclosure  is  required  irrespective  of  whether  there  have  been  any  transactions  between  the 
group  entities.  [IAS  24.12] 

In  addition,  an  entity  is  specifically  required  to  disclose  the  name  of  its  parent  and,  if  different, 
the  ultimate  controlling  party.  If  the  financial  statements  of  the  parent  or  ultimate  controlling 
party  are  not  publicly  available,  the  entity  is  required  to  identify  the  next  most  senior  parent  in 
the  group  that  does  have  financial  statements  available  to  the  general  public.  [IAS  24.12] 

An  entity  should  also  disclose  in  all  circumstances  the  compensation,  being  the  consideration 
in  exchange  for  their  services,  received  by  key  management  personnel  of  the  entity  in  total 
and  for  each  of  the  following  five  categories:  [IAS  24.16] 

short-term  employee  benefits,  for  example  salary  and  holiday  pay; 

post-employment  benefits,  for  example  pensions; 

other  long-term  benefits,  for  example  long-service  awards  or  sabbatical  leave; 

termination  benefits;  and 

share  based  payment  transactions,  for  example  shares  and  share  options. 

A  number  of  disclosures  are  required  where  related  party  transactions  have  taken  place 
during  the  period.  These  disclosures  are  designed  to  provide  users  of  the  financial  statements 
with  relevant  information  about  the  transactions,  so  that  the  effect  of  them  on  the  financial 
performance  of  the  entity  can  be  understood.  Such  disclosures  should  include  the  nature  of 
the  relationship,  the  amount  of  the  transactions,  the  amount  of  any  balance  outstanding  at  the 
year-end  and  the  terms  and  conditions  attaching  to  any  outstanding  balance,  for  example 
whether  security  or  guarantees  have  been  provided  and  what  form  the  payment  will  take.  If  an 
amount  has  been  recognised  in  profit  or  loss  for  non-recoverability  of  an  outstanding  balance 
with  a  related  party,  this  should  be  disclosed.  [IAS  24.17] 

Transactions  between  related  parties  may  be  on  an  arm's  length  basis.  This  does  not 
however  negate  the  requirement  to  disclose  the  transactions. 

These  disclosures  should  be  presented  separately  for  different  categories  of  related  parties, 
although  items  of  a  similar  nature  may  be  disclosed  in  aggregate.  Where  aggregation  would 
result  in  key  information  necessary  to  understand  the  effect  of  the  transactions  on  the 
financial  statements  being  unavailable,  separate  disclosure  should  be  made.  [IAS  24.22] 
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The  different  categories  for  which  separate  disclosures  are  required  are  identified  as: 
[IAS  24.18] 

the  parent; 

entities  with  joint  control,  or  significant  influence,  over  the  entity; 

subsidiaries; 

associates; 

joint  ventures  in  which  the  entity  is  a  venturer; 

key  management  personnel  of  the  entity  or  its  parent;  and 

other  related  parties. 

Although  information  is  required  about  the  nature  of  related  parties  there  is  no  requirement  to 
identify  them  specifically  by  name. 

Illustration  2 

Pinot  is  an  entity  that  complies  with  the  minimum  requirements  of  IAS  24. 

The  disclosures  that  would  be  required  by  IAS  24  in  the  financial  statements  of  Pinot,  in 
respect  of  each  of  the  following  transactions  are  shown  below. 

(1)  Pinot  sells  goods  on  credit  to  Chablis,  which  is  an  entity  owned  by  the  son  of  one  of  the 
directors  of  Pinot.  At  the  year  end  there  was  a  receivable  of  CU1 00,000  owing  from 
Chablis  to  Pinot.  The  CU1 00,000  was  recognised  in  profit  or  loss  as  it  was  considered 
as  being  non-recoverable.  Debt  collection  costs  incurred  by  Pinot  were  CU4,000. 

The  ownership  of  Chablis  makes  it  a  related  party  of  Pinot.  Disclosure  is  required  of  the 
nature  of  the  relationship,  any  transactions  during  the  period  and  the  fact  that  the 
CU1 00,000  balance  was  considered  to  be  non-recoverable  and  therefore  recognised  in 
profit  or  loss.  There  is  no  requirement  to  disclose  the  debt  collection  costs  of  CU4,000, 
or  the  names  of  Chablis,  the  director  of  Pinot  or  his  or  her  son. 

(2)  Pinot  purchased  goods  from  Merlot  for  CU600,000,  which  was  deemed  to  be  an  arm's 
length  price.  Pinot  owns  40%  of  the  ordinary  share  capital  of  Merlot. 

Merlot  is  almost  certainly  a  related  party  of  Pinot,  as  a  result  of  Pinot's  significant 
influence  through  the  40%  shareholding.  Despite  being  at  an  arm's  length  price,  the 
value  of  the  transaction  should  be  disclosed  (aggregated  with  similar  transactions 
during  the  year  if  appropriate).  Disclosure  by  Pinot  that  the  related  party  transactions 
were  made  on  terms  equivalent  to  market  price  transactions  should  only  be  made  if 
such  terms  can  be  substantiated.  The  nature  of  the  relationship,  but  no  names  are 
required  to  be  disclosed. 

(3)  An  amount  of  CU90,000  is  due  to  one  of  Pinot's  distributors,  Shiraz. 

A  distributor  is  not  a  related  party,  so  no  disclosure  is  required. 

(4)  A  house  owned  by  Pinot,  with  a  carrying  amount  of  CU200,000  and  a  market  value 
of  CU450,000,  was  sold  to  one  of  its  directors  for  CU425,000.  Pinot  guaranteed  the 
loan  taken  out  by  the  director  to  purchase  the  property. 
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The  nature  of  the  relationship,  details  of  the  amount  and  nature  of  the  transaction 
should  be  disclosed,  along  with  the  fact  that  Pinot  is  guaranteeing  the  loan  of  a  related 
party.  If  payment  is  outstanding  at  the  year-end,  then  the  amount  should  be  disclosed, 
although  the  director  does  not  need  to  be  named. 


7  Proposed  Amendment  to  the  Standard 

In  September  2007  an  Exposure  Draft  of  a  revised  IAS  24  was  published.  The  final  standard 
is  due  for  publication  in  the  first  half  of  2008.  The  revised  standard  contains  some  limited 
amendments  and  is  not  a  fundamental  change  in  approach. 

The  amendments  cover  three  main  areas: 

■  providing  an  exemption  from  the  main  disclosure  requirements  of  IAS  24  for  entities 
that  are  related  simply  because  of  control  or  significant  influence  by  the  same  state, 
i.e.  national,  regional  or  local  government; 

■  amending  the  definition  of  a  related  party  to  remove  some  inconsistencies  that 
previously  existed.  The  amended  definition  provides  clear  guidance  in  relation  to 
associates;  for  example  it  confirms  that  an  associate  and  a  subsidiary  of  an  entity  are 
related  parties  of  each  other  for  the  purpose  of  their  individual  financial  statements; 
and 

■  amending  the  definition  of  a  related  party  transaction  to  clarify  the  intended  meaning. 
This  amendment  confirms  that  transactions  between  two  parties,  A  and  B,  which  are 
related  parties  of  the  reporting  entity,  C,  are  not  required  to  be  disclosed.  Instead 
disclosures  are  required  of  transactions  between  C  and  either,  or  both,  of  A  and  B. 


8  Chapter  Review 

This  chapter  has  covered: 

■  the  scope  and  objectives  of  IAS  24  on  related  party  disclosures; 

■  the  important  terminology  and  concepts  which  relate  to  the  identification  of  related 
party  relationships  and  related  party  transactions;  and 

■  the  key  requirements  concerning  related  party  disclosures  in  financial  statements. 
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9  Self  Test  Questions 
Chapter  25 

1 .  According  to  IAS24  Related  party  disclosures,  which  TWO  of  the  following  fall 

within  the  definition  of  an  entity's  related  party? 

A  Another  entity  in  which  the  entity  owns  5%  of  the  voting  rights 

B  A  post-employment  benefit  plan  for  the  benefit  of  the  employees  of  the 

entity's  parent 
C  An  executive  director  of  the  entity 

D  The  partner  of  a  key  manager  in  a  major  supplier  to  the  entity 


Are  the  following  statements  in  relation  to  compensation  true  or  false, 
according  to  IAS24  Related  party  disclosures? 

(1)  Compensation  includes  social  security  contributions  paid  by  the  entity. 

(2)  Compensation  includes  post-employment  benefits  paid  on  behalf  of  a 
parent  of  the  entity  in  respect  of  the  entity. 

Statement  (l)Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Are  the  following  statements  in  relation  to  related  parties  true  or  false, 
according  to  IAS24  Related  party  disclosures? 

(1)  A  party  is  related  to  another  entity  that  it  is  jointly  controlled  by. 

(2)  A  party  is  related  to  another  entity  that  it  controls. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Sulafat  Company  has  a  70%  subsidiary  Harbinger  and  is  a  venturer  in 
Thabit,  a  joint  venture  company.  During  the  financial  year  to  31  December 
20X7,  Sulafat  sold  goods  to  both  companies. 

Consolidated  financial  statements  are  prepared  combining  the  financial 
statements  of  Sulafat  and  Harbinger. 

Under  IAS24  Related  party  disclosures,  in  the  separate  financial  statements 
of  Sulafat  for  20X7,  disclosure  is  required  of  transactions  with 

A  neither  Harbinger  nor  Thabit 

B  Harbinger  only 

C  Thabit  only 

D  both  Harbinger  and  Thabit 


The  Druckman  Company  completed  the  following  transactions  in  the  year  to 
31  December  20X7: 

(1)  Sold  a  car  for  CU9,250  to  the  uncle  of  Druckman's  finance  director. 

(2)  Sold  goods  to  the  value  of  CU12,400  to  Quokka,  a  company  owned  by 
the  daughter  of  Druckman's  managing  director.  Quokka  has  no  other 
connection  with  Druckman. 


Which  transactions,  if  any,  require  disclosure  in  the  financial  statements  of 
Druckman  under  IAS24  Related  party  disclosures? 

A  Neither  transaction 

B  Transaction  (1)  only 

C  Transaction  (2)  only 

D  Both  transactions 


The  Stead  Company  has  a  wholly-owned  subsidiary,  Guanaco.  During  the 
year  to  30  June  20X7,  Stead  sold  goods  to  Guanaco  totalling  CU250,000. 

Guanaco  paid  CU135,000  of  this  debt  before  the  year  end  and  then 
encountered  financial  difficulties.  Guanaco  is  not  expected  to  be  able  to  pay 
the  remainder  of  the  balance  and  therefore  it  has  been  provided  against  as 
uncollectible.  Administration  costs  incurred  as  a  result  of  Stead's  credit 
controllers  chasing  the  debt  by  have  been  calculated  as  CU600. 

Under  the  minimum  disclosure  requirements  of  IAS24  Related  party 
disclosures,  which  TWO  of  the  following  are  required  to  be  disclosed  in 
relation  to  this  arrangement? 

A  The  costs  of  the  credit  control  department  incurred  in  pursuing  the 

debt 
B  Details  of  any  guarantees  received  in  relation  to  the  outstanding 

balance 
C  The  provision  in  relation  to  the  debt  being  uncollectible 

D  Future  plans  regarding  trading  arrangements  with  this  subsidiary 
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Eleanor  is  a  director  of  The  Tartarus  Company.  She  also  owns  65%  of  The 
Grison  Company  and  is  a  director  of,  but  not  a  shareholder  in,  The  Flounder 
Company. 

Eleanor's  husband  is  the  sole  shareholder  in  The  Koala  Company. 

Eleanor's  daughter  holds  5%  of  the  shares  in  The  Bluegill  Company.  The  only 
involvement  she  has  in  the  company  is  to  receive  dividends. 

Which  TWO  companies  would  be  classified  under  IAS24  Related  party 
disclosures  as  related  parties  of  Tartarus? 

A  Koala 

B  Grison 

C  Bluegill 

D  Flounder 


The  Atrato  Company  carried  out  the  following  four  transactions  during  the 
year  ended  31  March  20X8. 

Which  TWO  of  the  four  are  related  party  transactions  according  to  IAS24 
Related  Party  Transactions? 

A  Transferred  goods  from  inventory  to  a  shareholder  owning  40%  of  the 

company's  ordinary  shares 
B  Sold  a  company  car  to  the  wife  of  the  managing  director 

C  Sold  an  asset  to  The  Little  Company,  a  sales  agent 

D  Took  out  a  CU1  million  bank  loan 


According  to  IAS24  Related  party  disclosures,  which  ONE  of  the  following  is 
not  a  related  party  of  The  Parnaby  Company? 

A  A  shareholder  of  The  Parnaby  Company  owning  30%  of  the  ordinary 

share  capital 
B  An  entity  providing  banking  facilities  to  The  Parnaby  Company 

C  An  associate  of  The  Parnaby  Company 

D  Key  management  personnel  of  The  Parnaby  Company 
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Chapter  26 
CONSTRUCTION 


1  Business  Context 

Construction  contracts  are  common  in  certain  industries,  such  as  the  building  and  aerospace 
industries  where  entities  enter  into  contracts  for  the  construction  of  a  substantial  asset  that 
takes  a  considerable  amount  of  time  to  complete.  Such  contracts  may  extend  over  several 
years. 

Few  entities  can  afford  to  wait  until  the  end  of  the  contract  before  being  paid  by  the 
customer.  In  practice,  stage  payments  for  work  completed  are  agreed  within  the  overall 
contract,  and  partial  payment  is  received  from  the  customer. 

Similarly,  if  profit  was  only  recognised  at  the  end  of  each  contract,  then  reported  profits  in  the 
financial  statements  would  not  represent  the  value  of  work  achieved  in  an  accounting  period. 
It  is  therefore  necessary  to  divide  the  overall  contract  over  the  total  time  it  takes  and  to 
recognise  an  appropriate  part  of  the  contract  costs,  revenues  and  profit  each  period. 


2  Chapter  Objectives 


This  chapter  deals  with  the  accounting  and  disclosure  requirements  in  IAS  1 1  Construction 
contracts. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  demonstrate  a  knowledge  of  the  objectives  and  scope  of  IAS  1 1 ; 

■  demonstrate  a  knowledge  of  the  important  terminology  and  definitions  which  relate  to 
the  valuation  of  construction  contracts; 

■  demonstrate  an  understanding  of  the  key  principles  relating  to  the  valuation  of 
construction  contracts  and  the  allocation  of  contract  costs  and  revenues  to 
accounting  periods;  and 

■  apply  this  knowledge  and  understanding  in  particular  circumstances  through  basic 
calculations. 


3  Objectives,  Scope  and  Definitions  of  IAS  1 1 

The  objective  of  IAS  11  is  to  prescribe  the  accounting  treatment  of  the  revenues  receivable 
and  costs  incurred  in  a  construction  contract. 

IAS  1 1  defines  a  construction  contract  as  one  specifically  negotiated  for  the  construction  of 
an  asset,  for  example  a  building,  pipeline  or  ship,  or  a  combination  of  assets  that  are  closely 
related  in  terms  of  their  design,  technology  and  function  or  their  ultimate  purpose  or  use. 
Services  that  are  directly  related  to  the  construction  of  an  asset,  for  example  project 
management,  meet  the  definition  of  a  construction  contract,  as  does  a  contract  for  the 
demolition  of  an  asset.  [IAS  1 1 .3] 

The  dates  on  which  a  construction  contract  starts  and  ends  usually  fall  in  different  accounting 
periods,  so  the  principal  concern  is  how  to  allocate  revenue  and  costs  to  the  different 
accounting  periods  to  reflect  the  reality  of  the  construction  activity  as  it  takes  place. 
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IAS  1 1  applies  only  to  the  contractor,  i.e.  the  entity  carrying  out  the  work;  it  does  not  apply  to 
the  customer  for  whom  the  work  is  being  carried  out.  The  customer  will  usually  account  for 
the  constructed  asset  in  accordance  with  IAS  16  Property,  plant  and  equipment.  [IAS  11.1] 

There  are  two  distinct  types  of  construction  contract: 

■  fixed  price  contracts:  where  the  revenue  arising  is  fixed,  either  for  the  contract  as  a 
whole  or  per  unit  of  output,  at  the  outset  of  the  contract.  Under  such  contracts  there  is 
an  element  of  certainty  about  the  revenue  accruing,  but  not  about  the  costs  which  will 
arise;  and 

■  cost  plus  contracts:  where  costs  will  be  recoverable  plus  some  agreed  element  of 
profit.  Under  such  contracts  there  is  a  high  degree  of  certainty  about  the  profit 
arising,  although  there  is  no  certainty  about  either  the  revenue  or  the  costs. 

The  distinction  between  the  two  types  of  contract  is  particularly  important  when  deciding  the 
stage  at  which  contract  revenues  and  expenses  should  be  recognised. 

IAS  11  will  generally  be  applied  to  individual  construction  contracts;  but  in  order  to  reflect 
economic  reality  it  will  occasionally  be  necessary  to  aggregate  several  contracts  together  or 
break  a  large  contract  down  into  smaller  ones. 

If  one  contract  covers  the  construction  of  a  number  of  individual  assets  that  have  been 
separately  tendered  for,  it  may  be  appropriate  to  treat  the  construction  of  each  asset  as  a 
separate  contract.  To  be  treated  separately  the  acceptance  of  each  proposal  should  not  be 
reliant  on  the  acceptance  of  the  other  proposals,  and  it  should  be  possible  to  identify  the 
costs  and  revenues  relating  to  each  asset.  [IAS  1 1 .8] 

A  number  of  individual  contracts  should  be  aggregated  if  the  individual  contracts  have  been 
negotiated  as  one,  the  contracts  are  closely  interrelated  with  an  overall  profit  margin  and 
they  are  performed  at  the  same  time  or  consecutively.  [IAS  1 1 .9] 

Where  a  contract  entered  into  for  the  construction  of  a  single  asset  contains  a  clause  that 
provides  for  the  construction  of  an  additional  asset  at  the  option  of  the  customer,  the  second 
asset  should  be  treated  as  a  separate  contract  if  its  design  or  function  differs  significantly 
from  the  asset  under  the  original  contract  or  if  the  price  is  separately  negotiated.  [IAS  11.10] 


4  Contract  Revenue  and  Contract  Costs 
4.1  Contract  revenue 

This  section  looks  at  how  total  contract  revenue  should  be  built  up  over  the  life  of  the 
contract.  It  does  not  deal  with  the  timing  of  recognition  through  its  allocation  to 
accounting  periods,  which  is  discussed  later. 

Contract  revenue  is  the  total  amount  of  consideration  receivable  under  the  contract. 
This  will  therefore  include  revenue  due  from  the  originally  agreed  contract  and  from 
any  subsequent  changes  (variations)  in  the  contract  provided  that  they  have  been 
agreed  i.e.  the  amounts  are  known  and  are  recoverable.  [IAS  11.11] 

In  the  early  stages  of  a  contract,  the  contract  revenue  will  often  be  an  estimate  of  what 
the  final  amount  will  be,  as  it  may  be  dependent  on  the  outcome  of  future  events. 
Contract  revenue  may  alter  where  it  is  possible  for  the  contractor  to  make  claims 
against  the  customer,  or  a  third  party,  for  costs  that  were  not  originally  included  in  the 
contract. 
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4.2  Contract  costs 

Contract  costs  should  include  the  costs  that  directly  relate  to  a  contract,  for  example  costs  of 
materials  used  in  the  construction,  site  labour  costs,  the  cost  of  hiring  equipment  and 
depreciation  of  equipment  used  in  the  contract.  In  addition,  contract  costs  will  include  an 
allocation  of  costs  incurred  to  carry  out  contract  activity  in  general,  for  example  insurance  and 
construction  overheads.  It  is  appropriate  to  allocate  these  costs  to  each  contract  on  a 
systematic  and  rational  basis.  [IAS  1 1 .16] 

If  other  costs  are  identified  as  being  specifically  recoverable  under  a  particular  contract,  these 
should  also  form  part  of  the  construction  costs  of  that  contract.  [IAS  11.16] 


5  Recognition  of  Contract  Revenue  and  Costs 

5.1  Stage  of  completion 

The  principal  objective  of  IAS  11  is  to  recognise  contract  revenue  and  costs  in  each 
accounting  period  to  reflect  the  stage  of  completion  of  the  contract.  In  order  for  contract 
revenue  and  costs  to  be  recognised,  the  entity  should  be  able  to  measure  reliably  both 
amounts.  [IAS  1 1 .22] 

The  stage  of  completion  approach  avoids  the  mismatch  between  costs  being  recognised  as 
they  are  incurred  and  revenue  only  being  recognised  when  the  contract  is  completed.  This 
would  not  reflect  commercial  substance,  since  the  contractor  earns  revenues  as  the  project 
activity  progresses.  The  stage  of  completion  method  is  often  referred  to  as  a  percentage  of 
completion  method. 

Under  this  method,  contract  costs  should  be  expensed  in  the  period  in  which  the  work  that 
gives  rise  to  them  is  completed,  and  the  associated  revenue  should  be  recognised  to  match 
the  work  completed.  Costs  may  also  be  incurred  in  relation  to  work  that  will  be  carried  out  in 
a  future  period;  these  should  be  deferred  in  the  statement  of  financial  position  as  an  asset, 
assuming  that  they  are  recoverable  under  the  contract,  and  are  usually  referred  to  as 
'contract  work  in  progress'. 

The  stage  of  completion  of  a  contract  can  be  assessed  in  a  number  of  ways.  Examples 
included  in  IAS  11  are: 

■  measurement  of  the  costs  incurred  to  date  on  work  performed  as  a  proportion  of 
the  total  estimated  costs  under  the  contract; 

■  surveys  of  work  completed.  This  may  be  appropriate  where  a  specialised  asset  is 
being  constructed  or  where  it  is  likely  that  significant  costs  will  be  incurred  in  the 
earlier  stages  of  the  project  although  this  does  not  match  the  level  of  completion  of 
the  asset;  and 

■  measurement  of  the  physical  completion  to  date  as  compared  with  the  total  asset. 
This  may  be  appropriate  for  the  construction  of  buildings. 

5.2  Reliable  measurement 

As  mentioned  above,  contract  revenue  and  costs  should  only  be  recognised  where  the 
outcome  of  the  contract  can  be  measured  reliably.  Where  contract  revenue  has  been 
recognised  but  the  recovery  of  the  amount  subsequently  looks  unlikely,  an  expense  should  be 
recognised  for  the  amount  thought  to  be  uncollectible  rather  than  an  adjustment  being  made 
to  revenue. 
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IAS  1 1  distinguishes  between  the  two  types  of  contract  in  terms  of  the  criteria  to  be  met  for 
measurement  to  be  reliable. 

■  For  a  fixed  price  contract  the  contractor  should  be  able  to  measure  reliably  the  total 
contract  revenues  and  be  able  to  identify  and  measure  reliably  both  the  costs  that 
have  been  incurred  and  those  that  will  be  incurred  to  complete  the  project.  The 
contractor  should  also  assess  whether  it  is  probable  that  payment  will  be  received 
under  the  contract.  [IAS  1 1 .23] 

■  Under  a  cost  plus  contract  the  outcome  of  the  contract  is  capable  of  reliable 
measurement  where  it  is  probable  that  the  contractor  will  receive  payment  for  the 
revenues  under  the  contract  and  the  costs  can  be  both  clearly  identified  and  reliably 
measured.  [IAS  11.24] 


Illustration  1 

The  following  information  relates  tc 

i  a  contract. 

CUOOO 

Estimated  contract  revenue 

100 

Costs  to  date 

48 

Costs  to  complete 

32 

Total  estimated  costs 

80 

Using  the  "costs  incurred"  method,  the  stage  of  completion  is  60% 
(CU48.000  as  a  percentage  of  CU80,000) 

The  amounts  to  be  recognised  in  the  statement  of  comprehensive  income  are: 

CUOOO 

Revenue 

60        (60%  of  CU1 00,000) 

Cost  of  sales  (costs  to  date) 

48        (60%ofCU80,000) 

Profit 

12        (60%  of  (CU1 00,000  -  CU80,000) 

Illustration  2 

The  following  information  relates  to  a  cost  plus  contract  obtained  by  a  business  with  a  30 
June  year  end: 

2007  2008 

CUOOO  CUOOO 

Cumulative  costs  incurred  on  work  to  date                                        100  150 

Agreed  profit  as  a  percentage  of  costs                                                20%  20% 

The  outcome  of  the  contract  can  be  estimated  reliably  at  both  year  ends. 

To  prepare  the  statement  of  comprehensive  income  for  each  of  the  two  years,  the  business 
calculates  the  costs  incurred,  assesses  the  profit  that  should  be  recognised  and  inserts 
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revenue  as  the  balancing  figure.  In  the  second  year  deductions  are  made  for  values  already 
recognised  in  profit  or  loss. 

2007 

Costs  CU1 00,000 

Profit  CU1 00,000  x  20%  =  CU20,000 

Revenue  Costs  +  profit  =  CU1 00,000  +  CU20,000  =  CU1 20,000 

2008 

Costs  CU1 50,000  to  date,  less  CU1 00,000  recognised  in  2007  =  CU50,000 

Profit  CU50,000  x  20%  =  CU1 0,000 

Revenue  Costs  +  profit  =  CU50,000  +  CU1 0,000  =  CU60,000 


Where  the  outcome  of  the  project  cannot  be  measured  reliably,  which  may  be  the  case  during 
the  early  stages  of  construction,  then  revenue  should  only  be  recognised  to  the  extent  that 
costs  are  recoverable,  although  the  costs  should  be  recognised  as  an  expense  as  they  are 
incurred.  As  the  project  progresses,  the  likelihood  of  being  able  to  assess  reliably  the 
outcome  of  the  project  will  improve,  to  the  point  where  the  stage  of  completion  method  should 
be  used  to  assess  the  revenue  and  costs  that  should  be  recognised.  [IAS  1 1 .32,  1 1 .35] 


Illustration  3 

A  business  is  not  able  to  measure  reliably  the  outcome  of 
that  all  costs  incurred  are  recoverable  from  the  customer, 
available: 

a  contract,  but  estimates 
The  following  details  are 

CUOOO 

Estimated  contract  revenue 

100 

Costs  to  date 

30 

The  amounts  to  be  recognised 

in  the  statement  of  comprehensive  income  are: 
CUOOO 

Revenue 

30 

Cost  of  sales  (costs  to  date) 

30 

Profit 

Nil 

5.3  Loss  making  contracts 

Where  the  revenue  and  costs  in  a  contract  have  been  assessed  and  it  is  expected  that  a  loss 
will  be  incurred,  that  loss  should  be  recognised  as  an  expense  immediately.  The  loss  should 
not  be  deferred  until  the  project  is  completed  or  spread  over  the  period  of  the  contract. 
[IAS  11.32,  11.36] 

This  means  that  when  a  loss  has  been  identified,  there  is  no  need  to  estimate  the  contract's 
stage  of  completion. 
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Illustration  4 

The  following  details  relate  to  a  contract  expected  to  be  loss  making: 

CUOOO 

Estimated  contract  revenue 

100 

Costs  to  date 

72 

Costs  to  complete 

48 

Total  estimated  costs 

120 

Stage  of  completion 
(costs  incurred  method) 

60% 

Estimated  overall  loss 

20          (CU120,000-CU100,000) 

The  amounts  to  be  recognised 

in  the  statement  of  comprehensive  income  are: 

CUOOO 

Revenue 

60               (60%  of  CU1 00,000) 

Cost  of  sales  (costs  to  date) 

12, 

Loss 

12 

Provision  for  full  contract  loss 

8               (CU20,000-CU12,000) 

Expected  contract  loss 

20 

6  Disclosure 

A  breakdown  of  amounts  recognised  in  respect  of  construction  contracts  should  be  disclosed. 
Such  amounts  include  the  amount  of  contract  revenue  recognised  in  the  period,  the  total 
costs  incurred  to  date  (i.e.  on  a  cumulative  basis  rather  than  for  the  period)  and  the  aggregate 
profits  recognised  to  date.  [IAS  1 1 .39,  1 1 .40] 

The  entity  should  clearly  explain  the  methods  used  to  determine  both  contract  revenues  and 
the  stage  of  completion.  [IAS  1 1 .39] 

Amounts  recognised  in  the  statement  of  financial  position  in  relation  to  the  contract  should 
also  be  disclosed,  including  the  gross  amounts  due  from  customers  and  recognised  as  an 
asset  and  any  amounts  that  are  due  to  the  customer  that  have  been  recognised  as  a  liability 
at  the  end  of  the  reporting  period.  [IAS  11.42] 

Other  disclosable  amounts  which  may  arise  under  a  contract  are  any  advances  received  from 
customers  and  any  retentions,  being  amounts  held  back  by  the  customer  as  security  for  any 
rectification  work  required,  under  the  contract.  [IAS  1 1 .40] 
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7  Chapter  Review 

This  chapter  has  been  concerned  with  the  key  issues  relating  to  construction  contracts, 
including  how  profits  are  accounted  for  over  the  accounting  periods  in  which  construction 
work  is  performed. 

This  chapter  has  covered: 

■  the  objectives,  scope,  definitions  and  disclosure  requirements  of  IAS  1 1 ; 

■  what  can  and  cannot  be  treated  as  contract  costs  under  IAS  1 1 ; 

■  the  requirement  that  contract  revenues  and  contract  costs  (and  therefore  contract 
profit)  should  be  recognised  once  the  outcome  of  the  contract  can  be  estimated 
reliably; 

■  the  application  of  the  recognition  criteria  to  fixed  price  and  cost  plus  contracts; 

■  how  to  deal  with  contract  revenues  and  costs  under  the  stage  of  completion  method 
when  the  outcome  can  be  measured  reliably;  and 

■  the  requirement  to  recognise  contract  losses  immediately. 
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8  Self  Test  Questions 
Chapter  26 

1.  According  to  IAS1 1  Construction  contracts,  an  entity  should  disclose  which 

TWO  of  the  following? 

A  For  each  material  contract,  the  aggregate  costs  incurred 

B  The  methods  used  to  determine  the  contract  revenue  recognised  in 

the  period 
C  Advances  received  in  cash,  analysed  according  to  each  material 

contract 
D  Total  amount  of  contract  revenue  recognised  in  the  period 


Under  IAS1 1  Construction  contracts,  when  it  is  probable  that  total  contract 
costs  on  a  fixed  price  contract  will  exceed  total  contract  revenue,  the 
expected  loss  should  be 

(select  one  answer) 

A  set  off  against  profits  on  other  contracts  where  available 

B  recognised  as  an  expense  immediately,  unless  revenue  to  date 

exceeds  costs  to  date 
C  apportioned  to  the  years  of  the  contract  according  to  the  stage  of 

completion  method 
D  recognised  as  an  expense  immediately 


The  Hogbean  Company  is  a  construction  company  that  has  the  following 
costs  on  its  contracts: 

(1)  Project  managers' costs 

(2)  Destruction  of  an  existing  building 

(3)  Restoration  of  an  old  factory. 

According  to  IAS1 1  Construction  contracts,  which  costs  may  be  included 
within  contract  costs? 

A  Cost  (1)  and  cost  (2)  only 

B  Cost  (1)  and  cost  (3)  only 

C  Cost  (2)  and  cost  (3)  only 

D  Costs  (1),  (2)  and  (3) 


THE  INSTITUTE 

of  chartered  Chapter  26  -  Construction 

ACCOUNTANTS  p  3^ 

IN  ENGLAND  AND  WALES  ° 


4.  The  Donovan  Company  is  nearing  completion  of  a  construction  contract.  The 

work  has  not  gone  to  plan  due  to  the  issues  outlined  below. 

(1)  The  client  has  requested  a  variation  in  the  contract  by  requiring  new  security  devices  to  be 
fitted,  at  an  additional  cost  to  Donovan  of  CU1 .0  million.  The  client  has  accepted 
responsibility  for  these  additional  costs  even  though  they  were  not  originally  agreed. 

(2)  Donovan  has  carried  out  additional  work  on  the  contract  as  there  had  been  building  errors. 
This  cost  CU2.5  million  and  the  client  refuses  to  accept  responsibility. 

Which,  if  either,  of  the  above  issues  should  be  included  in  contract  revenue, 
according  to  I  AS  11  Construction  contracts? 

A  Neither  issue 

B  Issue  (1)  only 

C  Issue  (2)  only 

D  Both  issue  (1)  and  issue  (2) 


According  to  IAS1 1  Construction  contracts,  which  ONE  of  the  following 
projects  undertaken  by  an  entity  should  be  accounted  for  as  a  construction 
contract? 

A  An  item  of  plant  and  machinery  being  constructed  to  be  sold  as 

inventory 
B  An  office  block  being  constructed  as  an  investment  property 

C  A  warehouse  being  constructed  for  the  entity's  own  use 

D  A  large  boat  being  constructed  for  a  third  party  under  a  specifically 

negotiated  contract 


The  Phalangium  Company,  a  construction  company,  has  a  31  December  year 
end.  It  is  to  build  a  factory  for  a  client  and  has  scheduled  its  work  as  follows: 

Date  Description 

20  March  20X8  Contract  to  be  awarded  and  signed 

25  April  20X8  Construction  work  to  commence 

27  November  20X8  Principal  construction  work  to  be  completed 

30  December  20X8  Final  completion  of  contract 

In  accordance  with  IAS1 1  Construction  contracts,  the  maximum  expected 
period  over  which  the  costs  attributable  to  the  contract  should  accumulate  is 

A  20  March  20X8  to  30  December  20X8 

B  25  April  20X8  to  27  November  20X8 

C  25  April  20X8  to  30  December  20X8 

D  20  March  20X8  to  27  November  20X8 
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According  to  IAS1 1  Construction  contracts,  which  TWO  of  the  following  could 
be  valid  reasons  why  the  expected  revenue  from  a  fixed  price  construction 
contract  has  increased  from  the  original  contract  value? 

A  The  costs  in  the  contract  have  increased  and  the  contract  includes 

cost  escalation  clauses 
B  The  contractor  has  incurred  additional  costs  due  to  errors  made  by  its 

employees 
C  The  contractor  has  agreed  variations  to  the  contract  with  the  client 

D  The  contractor  would  receive  an  incentive  payment  if  work  continues 

at  the  present  rate  for  the  next  two  years 


The  Tigridia  Company  has  entered  into  a  5  year  fixed  price  construction 
contract  to  build  a  factory.  The  contract  value  is  CU20.0  million  and  the 
estimated  costs  are  CU16.0  million. 

At  the  end  of  the  first  year,  Tigridia  can  estimate  the  outcome  of  the  contract 
reliably.  It  has  received  cash  payments  to  the  value  of  CU8.6  million  and 
incurred  costs  of  CU6.0  million. 

At  the  end  of  the  first  year,  what  amount  should  be  recognised  as  revenue  in 
the  financial  statements,  according  to  IAS11  Construction  contracts? 


A 

CU3.20  million 

B 

CU7.50  million 

C 

CU6.00  million 

D 

CU8.60  million 

The  Toucan  Company  has  just  completed  a  4  year  contract  to  which  the 
following  relate: 

CU'000 

Labour  and  materials  costs  1 ,800 

Machinery  cost  600 

Initial  design  costs  100 

Disposal  proceeds  of  machinery  50 

What  are  the  total  contract  costs,  according  to  IAS1 1  Construction  contracts? 

A  CU2, 350,000 

B  CU1, 900,000 

C  CU2,450,000 

D  CU2, 500,000 
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10.        The  Pine  Company  is  attempting  to  determine  the  total  revenue  on  a  contract 
to  build  a  factory  for  The  Aster  Company.  All  calculations  are  in  accordance 
with  IAS11  Construction  contracts,  and  Pine  has  identified  the  following: 

Initially  agreed  fixed  contract      CU800,000 
price 

Variation  in  the  contract  (see      CU  100,000 
Note  1) 

Penalty  (see  Note  2)  CU30.000 

Note  1  -  During  the  contract  Aster  changed  the  specification  of  the  air 
conditioning  systems.  The  changed  specification  has  been  agreed  but  a  new 
contract  with  the  new  price  has  not  yet  been  signed,  although  an  increase  in 
the  contract  price  of  around  CU100,000  is  highly  probable. 

Note  2  -  A  strike  at  Pine  caused  a  delay  for  which  the  penalty  in  the  original 
contract  was  CU30,000.  This  was  agreed  by  both  parties. 

At  what  amount  should  the  total  contract  revenue  be  stated? 

A  CU770.000 

B  CU900.000 

C  CU800.000 

D  CU870.000 


1 1 .        The  Otsembor  Company  has  the  following  amounts  relating  to  construction 
contracts: 


Item 

CU 

Costs  incurred 

670,000 

Recognised  profits 

60,000 

Progress  billings 

250,000 

Under  IAS1 1  Construction  contracts,  what  is  the  gross  amount  due  from 
customers  for  contract  work? 

A  CU480.000 

B  CU360.000 

C  CU730.000 

D  CU980.000 
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Chapter  27 

RETIREMENT  BENEFIT  PLANS 


1  Business  Context 

Retirement  benefit  plans  (otherwise  called  'pension  schemes',  'superannuation  schemes'  or 
'retirement  benefit  schemes')  are  important  economic  entities  in  most  developed  economies. 
Collectively,  they  are  financially  significant  because  they  are  major  suppliers  of  funds  for 
corporate  financing  and  exert  substantial  economic  influence  over  capital  markets  through 
their  investment  policies. 

Retirement  benefit  plans  exist  for  the  benefit  of  the  employees  that  are  members  of  the  plans, 
and  hold  funds  invested  by  both  the  employer  and  its  employees.  Due  to  the  nature  of 
retirement  benefit  plans  they  are  normally  set  up  as  stand  alone  legal  entities,  to  meet  this 
separate  duty  of  accountability  to  their  members  rather  than  to  the  shareholders  of  the  entity 
employing  the  members. 

Scandals  involving  the  misappropriation  of  retirement  benefit  plan  assets  have  highlighted  the 
importance  of  relevant,  timely  reporting  by  retirement  benefit  plans. 


2  Chapter  Objectives 


This  chapter  covers  the  accounting  and  disclosure  requirements  of  IAS  26  Accounting  and 
reporting  by  retirement  benefit  plans.  IAS  26  does  not  consider  the  accounting  for  pension 
costs  in  the  employing  entity's  financial  statements,  which  is  covered  in  IAS  19  Employee 
benefits. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  nature  and  scope  of  IAS  26; 

■  interpret  the  important  terminology  and  definitions  which  relate  to  the  financial 
statements  of  retirement  benefit  plans; 

■  understand  and  be  able  to  distinguish  between  defined  contribution  plans  and  defined 
benefit  plans;  and 

■  demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  26. 


3  Objectives,  Scope  and  Definitions  of  IAS  26 

The  objective  of  IAS  26  is  to  provide  useful  and  consistently  produced  information  on 
retirement  benefit  plans  for  members  of  the  plans  and  other  interested  parties. 

IAS  26  should  be  applied  in  the  preparation  of  financial  reports  by  retirement  benefit  plans. 
[IAS  26.1] 

Although  it  is  commonplace  for  a  retirement  benefit  plan  to  be  set  up  as  a  separate  legal 
entity  run  by  independent  trustees,  invested  assets  may  be  held  within  the  entity  employing 
the  plan's  members.  IAS  26  applies  in  both  sets  of  circumstances.  In  the  latter  case  IAS  26 
still  regards  the  retirement  benefit  plan  as  a  reporting  entity  separate  from  the  employing 
entity. 
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The  preparation  of  a  retirement  benefit  plan's  financial  report  should  be  in  accordance  with 
not  only  IAS  26  but  also  all  other  international  standards,  to  the  extent  that  they  are  not 
overridden  by  IAS  26. 

IAS  26  does  not  cover: 

■  the  preparation  of  reports  to  individual  participants  about  their  retirement  benefit 
rights;  or 

■  the  determination  of  the  cost  of  retirement  benefits  in  the  financial  statements  of  the 
employer  having  pension  plans  for  its  employees  and  providing  other  employee 
benefits. 

'Retirement  benefit  plans'  are  "arrangements  whereby  an  entity  provides  benefits  for  its 
employees  on  or  after  termination  of  service  (either  in  the  form  of  an  annual  income  or  as  a 
lump  sum),  when  such  benefits,  or  the  employer's  contributions  towards  them,  can  be 
determined  or  estimated  in  advance  of  retirement  from  the  provisions  of  a  document  or  from 
the  entity's  practices".  [IAS  26.8] 

There  are  two  main  types  of  retirement  benefit  plan,  although  it  is  also  possible  to  have  a 
hybrid  of  the  two: 

(1)  defined  contribution  plans  (sometimes  called  'money  purchase  schemes').  These  are 
retirement  plans  under  which  payments  into  the  plan  are  fixed.  Subsequent  payments 
out  of  the  plan  to  retired  members  will  therefore  be  determined  by  the  value  of  the 
investments  made  from  the  contributions  that  have  been  made  into  the  plan  and  the 
investment  returns  reinvested  [IAS  26.8];  and 

(2)  defined  benefit  plans  (sometimes  called  'final  salary  schemes').  These  are  retirement 
plans  under  which  the  amount  that  a  retired  member  will  receive  from  the  plan  during 
retirement  is  determined  under  a  pre-agreed  formula.  Contributions  are  paid  into  the 
scheme  based  on  an  estimate  of  what  will  have  to  be  paid  out  under  the  plan. 

[IAS  26.8] 

The  following  diagram  outlines  the  relevant  relationships  (it  is  also  relevant  to  IAS  19). 
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3.1  Key  Concepts 

'Funding'  represents  the  employer's  contributions  paid  to  the  fund,  which  is  separate  from  the 
employer  entity  in  order  to  meet  the  future  obligations  under  the  plan  for  the  payment  of 
retirement  benefits. 

'Participants'  are  those  employees  who  will  benefit  under  the  plan.  (i.e.  employees  and  retired 
employees).  [IAS  26.8] 

The  'net  assets  available  for  benefits'  are  the  assets  less  liabilities  of  the  plan  that  are 
available  to  generate  future  investment  income  that  will  increase  the  plan's  assets.  These  net 
assets  are  calculated  before  the  deduction  of  the  actuarial  assessment  of  promised  retirement 
benefits.  [IAS  26.8] 


4  Defined  Contribution  Plans 

A  defined  contribution  plan  is  where  the  annual  pension  payable  to  retired  employees  (i.e. 
participants)  is  based  upon  the  accumulated  value  of  the  assets  in  the  employee's  fund. 

The  assets  in  the  pension  plan  are  funded  by  contributions  made  into  the  plan  and  investment 
returns  on  those  assets.  Contributions  may  be  made  by  the  employer,  the  employee  or  both 
parties. 

A  financial  report  prepared  for  a  defined  contribution  plan  should  contain:  [IAS  26.13] 

(1)  a  statement  of  the  net  assets  that  are  available  to  meet  the  benefits  payable  under 
the  plan;  and 

(2)  a  description  of  the  funding  policy  of  the  plan. 

The  objective  of  the  plan's  financial  report  is  to  provide  information  about  the  plan  itself,  for 
example  that  it  is  being  run  with  the  members'  best  interest  in  mind,  and  to  set  out  the 
performance  of  the  investments  in  the  plan.  The  performance  of  the  investments  will  directly 
affect  the  retirement  benefits  that  are  paid  out  under  the  plan  and  hence  such  information  will 
be  of  particular  interest  to  the  participants  of  the  plan. 

A  defined  contribution  plan  report  will  typically  include: 

■  a  description  of  the  significant  activities  for  the  reporting  period,  along  with  details  of 
any  changes  that  have  been  made  to  the  plan  and  the  effect  of  these  changes  on  the 
plan; 

■  a  description  of  the  plan's  membership,  terms  and  conditions; 

■  financial  statements  containing  information  on  the  transactions  and  investment 
performance  for  the  period,  as  well  as  presenting  the  financial  position  of  the  plan  at 
the  end  of  the  period;  and 

■  a  description  of  the  investment  policies. 
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5  Defined  Benefit  Plans 

Under  defined  benefit  plans  the  annual  pensions  payable  to  retired  employees  (i.e.  the 
participants)  are  based  upon  a  formula,  for  example  using  the  number  of  years'  service  and 
the  employee's  final  salary. 

The  level  of  payments  ultimately  to  be  paid  out  of  the  fund  is  uncertain,  as  it  depends  upon 
such  factors  as  life  expectancy  and  future  investment  returns.  The  expertise  of  an  actuary  is 
used  to  estimate  these  uncertain  future  events  to  ensure  that,  based  on  the  assets  in  the  plan 
and  the  expected  future  contributions  to  be  made,  the  pension  scheme  is  adequately  funded 
to  meet  its  future  obligations.  The  future  obligations  are  measured  as  the  actuarial  present 
value  of  promised  retirement  benefits,  which  is  more  precisely  defined  as  being  the  present 
value  of  the  expected  payments  by  a  retirement  benefit  plan  to  existing  and  past  employees, 
attributable  to  the  service  already  rendered.  [IAS  26.8] 

A  related  concept  is  'vested  benefits',  which  are  benefits  payable  regardless  of  whether  the 
participants  in  the  plan  continue  in  the  entity's  employment.  [IAS  26.8] 

If  the  estimated  expected  obligations  payable  under  a  plan  exceed  the  assets  (i.e.  there  is  a 
deficit),  then  the  employer  may  have  to  make  additional  contributions  to  ensure  the  retirement 
plan  is  adequately  funded.  If  assets  exceed  obligations  (i.e.  there  is  an  excess),  then  the 
employer  may  be  able  to  reduce  its  future  contributions  payable. 

A  defined  benefit  plan  report  should  contain  a  statement  showing  the  net  assets  that  are 
available  for  the  payment  of  benefits,  the  actuarial  present  value  of  promised  retirement 
benefits,  identifying  which  of  these  benefits  are  vested  and  which  are  not,  and  the  resulting 
surplus  or  deficit  in  the  plan.  This  information  may  alternatively  be  presented  by  providing  a 
statement  of  the  net  assets  of  the  fund  that  are  available  to  pay  future  benefits,  together  with 
a  note  disclosing  the  actuarial  present  value  of  promised  retirement  benefits  and  those 
benefits  which  are  vested  and  those  which  are  not.  This  actuarial  present  value  information 
may  be  contained  in  an  accompanying  actuarial  report,  rather  than  in  the  statement  of  net 
assets.  [IAS  26.17] 

A  defined  benefit  plan's  report  should  provide  participants  with  information  about  the 
relationship  between  the  future  obligations  under  the  plan  and  the  resources  within  the  plan 
that  are  available  to  meet  those  obligations.  A  typical  report  will  therefore  include: 

■  a  description  of  significant  activities  for  the  reporting  period  along  with  details  of  any 
changes  that  have  been  made  to  the  plan  and  the  effect  of  the  changes  on  the  plan; 

■  a  description  of  the  plan's  membership,  terms  and  conditions; 

■  financial  statements  containing  information  on  the  transactions  and  investment 
performance  for  the  period  as  well  as  presenting  the  financial  position  of  the  plan  at 
the  end  of  the  period; 

■  actuarial  information,  including  the  present  value  of  the  promised  retirement  benefits 
under  the  plan  and  a  description  of  the  significant  actuarial  assumptions  made  in 
making  those  estimates;  and 

■  a  description  of  the  investment  policies. 
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6  All  Retirement  Plans 

6.1  Valuation  of  assets 

Retirement  benefit  plan  investments  should  be  carried  at  fair  value,  which  for  marketable 
securities  is  market  value.  Where  an  estimate  of  fair  value  is  not  possible,  for  example  where 
the  plan  has  total  ownership  of  another  entity,  disclosure  should  be  made  of  the  reason  why 
fair  value  is  not  used.  [IAS  26.32] 

6.2  Disclosure 

The  report  of  all  retirement  benefit  plans  should  also  include  the  following  information: 
[IAS  26.34] 

■  a  statement  of  changes  in  the  net  assets  that  are  available  in  the  fund  to  provide 
future  benefits;  and 

■  a  summary  of  the  plan's  significant  accounting  policies. 

The  statement  of  changes  in  the  net  assets  available  to  provide  future  benefits  should 
disclose  a  full  reconciliation  showing  movements  during  the  period,  for  example  contributions 
made  to  the  plan  split  between  employee  and  employer,  investment  income,  expenses  and 
benefits  paid  out. 

Information  should  be  provided  on  the  plan's  funding  policy,  the  basis  of  valuation  for  the 
assets  in  the  fund  and  details  of  significant  investments  that  exceed  a  5%  threshold  of  net 
assets  in  the  fund  available  for  benefits.  Any  liabilities  that  the  plan  has  other  than  those  of 
the  actuarially  calculated  figure  for  future  benefits  payable,  and  details  of  any  investment  in 
the  employing  entity  should  also  be  disclosed. 

General  information  should  be  included  about  the  plan,  such  as  the  names  of  the  employing 
entities,  the  groups  of  employees  that  are  members  of  the  plan,  the  number  of  participants 
receiving  benefits  under  the  plan  and  the  nature  of  the  plan,  i.e.  defined  contribution  or 
defined  benefit.  If  employees  contribute  to  the  plan,  this  should  be  disclosed  along  with  an 
explanation  of  how  the  promised  benefits  are  calculated  and  details  of  any  termination  terms 
of  the  plan.  If  there  have  been  changes  in  any  of  the  information  disclosed  then  this  fact 
should  be  explained. 


Illustration  1 

The  following  summarises  some  of  the  key  requirements  of  IAS  26  for: 

(A)  defined  contribution  plans; 

(B)  defined  benefit  plans;  or 

(C)  all  retirement  plans. 

(A) (B)_  JC)_ 


(1)  Investments  to  be  carried  at  fair  value 
wherever  possible 


Yes 


(2)  Recognition  of  the  actuarial  present  value 
of  promised  retirement  benefits 


Yes 


(3)  A  statement  of  changes  in  net  assets 
available  for  benefits 


Yes 


(4)  No  requirement  for  an  actuarial  report 


Yes 
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7  Chapter  Review 

This  chapter  has  been  concerned  with  the  accounting  and  reporting  requirements  of 
retirement  benefit  plans.  A  key  distinction  made  in  IAS  26  is  between  'defined  contribution' 
and  'defined  benefit'  plans.  These  different  types  of  funds  are  subject  to  different  obligations 
and  disclosure  requirements. 

This  chapter  has  covered: 

■  the  nature  and  scope  of  IAS  26; 

■  the  important  terminology  and  concepts  which  relate  to  the  financial  statements  of 
retirement  benefit  plans; 

■  the  major  attributes  of  defined  contribution  plans  and  defined  benefit  plans;  and 

■  the  principal  disclosure  requirements  of  IAS  26,  distinguishing  between  those  that 
apply  to  the  different  types  of  plan  or  to  all  retirement  plans. 


THE  INSTITUTE 

of  chartered  Chapter  27  -  Retirement  Benefit  Plans 

ACCOUNTANTS  p  3?8 

N  ENGLAND  AND  WALES  ° 


8  Self  Test  Questions 
Chapter  27 

1 .  According  to  IAS26  Accounting  and  reporting  by  retirement  benefit  plans, 

which  ONE  of  the  following  may  be  disclosed  in  the  financial  report  of  a 
defined  benefit  plan  but  would  not  be  shown  in  the  financial  report  of  a 
defined  contribution  plan? 

A  Government  bonds  held 

B  Actuarial  present  value  of  promised  retirement  benefits 

C  Employee  contributions 

D  Employer  contributions 


IAS26  Accounting  and  reporting  by  retirement  benefit  plans  should  be  applied 
to  which  ONE  of  the  following? 

A  The  costs  to  companies  of  employee  retirement  benefits 

B  Reports  to  individuals  on  their  future  retirement  benefits 

C  The  financial  statements  relating  to  an  actuarial  business 

D  The  general  purpose  financial  reports  of  pension  schemes 


According  to  IAS26  Accounting  and  reporting  by  retirement  benefit  plans, 
investments  held  by  retirement  benefit  plans  should  be  stated  at  which  ONE 
of  the  following  values  in  their  statement  of  net  assets? 

A  Net  realisable  value 

B  Fair  value 

C  Original  cost  less  impairments 

D  Value  in  use 
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Chapter  28 

MINERAL  RESOURCES 


1  Business  Context 

The  exploration  of  mineral  resources  is  a  fairly  specialised  industry  in  which  a  number  of 
significant  players  operate  on  an  international  basis.  Historically  entities  have  had  to  apply 
their  own  experience  in  an  appropriate  manner  to  provide  information  in  their  financial 
statements  that  is  both  understandable  and  informative.  Guidance  in  existing  accounting 
standards  seemed  to  conflict  with  best  practice  and,  in  many  cases,  avoided  the  issue 
entirely.  The  IASB  therefore  decided  to  increase  the  priority  of  its  extractive  activities  project 
and  issue  some  guidance  to  entities  to  ensure  that  consistent  practice  evolved  as  an 
increased  number  of  international  entities  produced  their  financial  statements  in  accordance 
with  IFRS.  The  IASB  took  a  pragmatic  approach  to  developing  its  guidance,  with  one  of  its 
primary  objectives  being  to  avoid  any  unnecessary  disruption  for  both  users  and  preparers  at 
a  time  when  they  were  already  absorbed  in  the  transition  to  IFRS. 


2  Objectives 

This  chapter  deals  with  IFRS  6  Exploration  for  and  evaluation  of  mineral  resources  which  sets 
out  the  reporting  requirements  relating  to  such  assets. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  demonstrate  a  knowledge  of  the  objectives  and  scope  of  IFRS  6; 

■  demonstrate  an  understanding  of  the  measurement  requirements  for  the  exploration 
for,  and  evaluation  of,  mineral  resources;  and 

■  demonstrate  knowledge  of  the  disclosure  requirements  of  IFRS  6. 


3  Objectives,  Scope  and  Definitions  of  IFRS  6 

Accounting  practices  for  the  exploration  for  and  evaluation  of  mineral  resources  have 
historically  been  diverse  due  to  a  lack  of  definitive  guidance  being  available  in  this  area  prior 
to  the  publication  of  IFRS  6.  Other  accounting  standards  that  might  be  considered 
appropriate,  including  IAS  16  Property,  plant  and  equipment  and  IAS  38  Intangible  assets, 
specifically  exclude  such  assets.  The  IASB  therefore  decided  to  issue  guidance  in  the  form  of 
IFRS  6  at  the  end  of  2004. 

IFRS  6  forms  the  first  phase  of  the  lASB's  extractive  activities  project.  The  standard  requires 
"limited  improvements"  to  an  entity's  existing  accounting  policies  for  the  recognition  and 
measurement  of  exploration  and  evaluation  expenditures.  Specific  guidance  is  provided  on 
assessing  whether  there  is  an  impairment  of  exploration  and  evaluation  assets  and  specific 
disclosure  requirements  form  part  of  the  standard  to  improve  the  level  and  quality  of 
information  provided. 

IFRS  6  does  not  apply  to  any  expenditure  incurred  prior  to  the  exploration  for  and  evaluation 
of  mineral  resources  or  expenditure  incurred  after  the  technical  feasibility  and  commercial 
viability  have  been  demonstrated. 

The  description  of  "exploration  for  and  evaluation  of  mineral  resources"  covers  the  search  for 
mineral  resources  after  an  entity  has  obtained  the  legal  right  to  explore  a  specific  area.  The 
term  also  covers  the  assessment  of  the  technical  feasibility  and  commercial  viability  of 
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extracting  those  mineral  resources.  Mineral  resources  include  minerals,  oil,  natural  gases 
and  other  similar  non-regenerative  resources.  [IFRS  6  -Appendix  A] 


4  Recognition  and  Measurement 

The  IASB  provided  entities  with  an  exemption  from  the  normal  requirement  in  IAS  8 
Accounting  policies,  changes  in  accounting  estimates  and  errors  to  apply  guidance  from  other 
authoritative  sources  when  adopting  IFRS  6  in  the  first  instance.  The  exemption  allows 
entities  to  follow  an  existing  accounting  policy  without  considering  whether  it  is  consistent  with 
the  lASB's  Framework,  other  accounting  standards  or  authoritative  guidance. 

The  effect  of  this  exemption  is  that  an  entity  has  an  accounting  policy  choice  for  the 
recognition  of  exploration  and  evaluation  expenditure,  being  to  immediately  recognise  such 
expenditure  as  part  of  profit  or  loss  or  to  capitalise  it  in  accordance  with  IFRS  6.  The 
accounting  policy  adopted  by  an  entity  for  recognition  is  a  free  choice,  with  IFRS  6  making  no 
reference  to  which  recognition  method  would  be  more  appropriate. 

Where  an  entity  has  a  policy  of  recognising  exploration  and  evaluation  assets,  these  assets 
should  be  measured  at  cost.  IFRS  6  does  not  specifically  define  what  should  be  included  as 
part  of  cost  but  instead  provides  a  list  of  items  that  might  typically  be  included.  An  entity  is 
required  to  make  an  assessment  of  the  degree  to  which  the  expenditure  that  forms  part  of  the 
cost  of  the  asset  can  be  associated  with  the  mineral  resources.  Examples  of  items  that  may 
be  considered  to  be  part  of  the  initial  measurement  of  exploration  and  evaluation  assets 
include:  [IFRS  6.8] 

■  the  acquisition  of  rights  that  allow  an  entity  to  carry  out  exploration  activities; 

■  topographical,  geological,  geochemical  and  geophysical  studies; 

■  exploratory  drilling;  and 

■  sampling. 

As  the  scope  of  the  standard  includes  an  assessment  of  the  technical  feasibility  and 
commercial  viability  of  extracting  identified  minerals,  initial  costs  may  also  include  expenditure 
incurred  in  relation  to  this  activity.  The  development  of  mineral  resources  should  not  be 
included  in  the  cost  of  exploration  and  evaluation  assets  but  instead  should  be  measured  in 
accordance  with  IAS  38  and  the  Framework. 

If  an  entity  has  an  obligation  to  restore  an  area  after  it  has  explored  and  extracted  minerals, 
this  should  be  recognised  in  accordance  with  IAS  37  Provisions,  contingent  liabilities  and 
contingent  assets.  In  accordance  with  IAS  37  an  obligation  does  not  exist  simply  because  an 
entity  decides  to  restore  a  site. 


Illustration  1 

An  entity  exploring  and  evaluating  the  extraction  of  coal  deposits  will  undertake  activities 
including  determination  of  recoverable  reserves,  engineering  and  economic  feasibility  studies, 
construction  of  pilot  plants  and  all  technical  and  administrative  matters  directly  associated 
with  these  functions. 

Costs  that  may  be  incurred  include: 

•  satellite  imagery; 

•  airborne  and  seismic  surveys; 

•  depreciation  of  geophysical  instrumentation  to  prepare  surveys; 

•  map  preparation; 
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•  licence  fees  and  legal  costs; 

•  geologist  inspections; 

•  chemical  analysis;  and 

•  payments  to  employees  and  contractors. 

All  of  these  costs  would  be  classified  as  intangible  assets.  The  consumption  of  the 
instrumentation  should  be  regarded  as  an  intangible  asset.  However,  the  geophysical 
instrumentation  would  remain  as  a  tangible  asset. 

Expenditure  incurred  on  infrastructure,  such  as  access  roads,  that  is  necessary  for  the 
exploration  work  to  proceed  should  be  recognised  as  property,  plant  and  equipment  in 
accordance  with  IAS  16.  [IAS16.3] 


Following  initial  recognition  of  an  exploration  and  evaluation  asset  at  cost,  an  entity  may 
choose  to  continue  to  apply  a  cost  model  or  move  to  a  revaluation  model.  IFRS  6  provides  no 
guidance  in  the  area  of  revaluation  and  instead  an  entity  should  follow  guidance  in  IAS  16  or 
IAS  38  according  to  the  classification  of  the  asset,  as  discussed  below. 

An  exploration  and  evaluation  asset  should  be  classified  as  a  tangible  or  intangible  asset 
according  to  the  nature  of  that  asset.  An  intangible  asset  is  defined  as  an  identifiable  non- 
monetary asset  that  does  not  have  physical  substance,  for  example  the  acquisition  of  drilling 
rights  and  the  costs  incurred  in  drilling.  A  tangible  asset  is  not  defined  in  international 
standards  but  will  typically  be  an  item  of  property,  plant  or  equipment,  such  as  the  drilling  rig. 
Exploration  and  evaluation  assets  should  be  treated  as  a  separate  class  of  assets. 

Once  exploration  and  evaluation  expenditure  has  been  classified  as  a  tangible  or  intangible 
asset,  IAS  16  or  IAS  38  should  be  applied  in  relation  to  that  asset.  For  example,  an  asset 
recognised  as  tangible  will  be  depreciated  on  a  systematic  basis  over  its  useful  life.  If  the 
asset  were  classified  as  intangible,  it  should  be  amortised  over  its  useful  life  since  it  would  be 
unlikely  that  such  an  asset  would  have  an  indefinite  life.  [IAS  16.50,  IAS  38.74] 

An  exploration  and  evaluation  asset  should  no  longer  be  classified  as  such  when  the 
technical  feasibility  and  commercial  viability  of  the  asset  can  be  demonstrated.  Prior  to  the 
asset  being  reclassified,  it  should  be  assessed  for  impairment.  The  recognition  of 
expenditure  incurred  on  the  development  and  extraction  of  mineral  resources  is  outside  of  the 
scope  of  IAS  16  and  IAS  38  as  well  as  IFRS  6,  and  therefore  an  entity  should  develop  its  own 
accounting  policy  that  is  appropriate  to  its  circumstances. 


5  Impairment 

An  entity  is  required  to  follow  guidance  in  IFRS  6  rather  than  IAS  36  Impairment  of  assets 
when  assessing  whether  an  exploration  and  evaluation  asset  has  become  impaired.  The 
impairment  testing  requirements  in  IFRS  6  are  less  onerous  than  those  that  would  otherwise 
be  applicable  under  IAS  36.  If  an  impairment  is  identified  under  IFRS  6,  then  the 
measurement,  presentation  and  disclosure  requirements  of  IAS  36  become  applicable. 
[IFRS  6.18] 

IFRS  6  allows  an  entity  to  allocate  exploration  and  evaluation  assets  to  specific  cash- 
generating  units  (CGUs)  for  the  purpose  of  impairment  testing.  An  entity  should  then  assess 
at  what  level  its  exploration  and  evaluation  assets  should  be  tested  for  impairment,  as  this 
may  be  the  amalgamation  of  more  than  one  CGU.  However,  if  a  number  of  CGUs  have  been 
amalgamated  to  assess  whether  exploration  and  evaluation  assets  have  become  impaired, 
they  should  not  be  larger  than  an  operating  segment  determined  in  accordance  with  IFRS  8 
Operating  segments.    [IFRS  6.21] 

IFRS  6  sets  out  that  an  asset  should  be  tested  for  impairment  where  there  are  "facts  and 
circumstances"  to  suggest  that  the  asset's  carrying  amount  is  more  than  its  recoverable 
amount  (i.e.  the  asset  has  lost  value  since  it  was  initially  recognised).  The  recoverable 
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amount  of  an  asset  is  the  amount  which  can  be  recovered  through  continuing  use  of  the  asset 
or  by  selling  it.  The  standard  sets  out  some  "facts  and  circumstances"  which  should  lead  to 
an  impairment,  as  follows: 

■  the  acquired  right  to  explore  in  a  specific  area  is  about  to  expire  and  the  entity  is  not 
able  to  renew  that  right; 

■  further  expenditure  to  explore  or  evaluate  a  mineral  right  is  not  budgeted  for; 

■  exploration  has  ceased  due  to  its  unlikely  commercial  nature;  and 

■  where  there  is  an  indication  that  a  site  is  suitable  for  development  but  it  is  unclear 
whether  the  cost  of  the  exploration  and  evaluation  will  be  recovered  through  its 
development  or  sale. 

Illustration  2 

An  entity  undertakes  oil  exploration  and  production  activities  both  on  land  and  at  sea.  The 
entity  currently  has  two  producing  fields,  one  on  land  and  one  at  sea.  Both  fields  share  a 
common  oil  refinery.  The  onshore  and  offshore  oil  producing  fields  are  reported  within  the 
same  operating  segment  for  the  purposes  of  IFRS  8. 

The  entity  is  exploring  a  new  offshore  oil  field.  If  the  exploration  is  successful,  then  the  new 
offshore  oil  field  is  expected  to  share  the  oil  refinery  facilities  with  the  two  existing  oil  fields. 
The  two  offshore  fields  are  expected  to  be  operationally  dependent  if  the  new  field  is 
successfully  developed  and  commercially  viable. 

However,  a  recent  satellite  survey  has  raised  concerns  about  the  reserves  and  recovery  rate 
of  oil  from  this  potential  new  offshore  oil  field.  In  accordance  with  IFRS  6.18  an  impairment 
review  should  be  undertaken.  The  exploration  and  production  assets  need  to  be  grouped  for 
the  purposes  of  the  impairment  test. 

The  two  offshore  fields  could  be  grouped  together  as  a  cash  generating  unit,  as  they  are 
economically  dependent.  The  impairment  test  could  be  performed  at  this  level.  Alternatively, 
management  could  group  all  three  oil  fields  together  on  the  basis  that  they  are  within  the 
same  IFRS  8  operating  segment. 

IFRS  6  has  been  criticised  for  the  flexibility  it  allows  management  in  determining  the  level  at 
which  the  impairment  test  is  undertaken.  However,  the  policy  must  be  applied  consistently 
from  period  to  period. 


The  existence  of  circumstances  that  led  to  an  impairment  review  being  carried  out  may  not 
lead  to  an  actual  impairment  of  exploration  and  evaluation  assets  where  for  example  a 
number  of  CGUs  have  been  amalgamated.  In  such  circumstances,  assets  may  be 
recognised  in  the  statement  of  financial  position  at  an  amount  that  would  otherwise  have  been 
impaired  had  the  asset  not  been  grouped  with  other  assets.  An  entity  may  therefore  consider 
a  policy  of  writing  off  exploration  and  evaluation  assets  to  be  more  appropriate  where  a 
specific  area  that  was  being  considered  for  development  has  been  abandoned. 

The  requirements  in  IAS  36  on  the  reversal  of  impairment  losses  applies  to  exploration  and 
evaluation  assets.  In  summary,  the  reversal  of  an  impairment  loss  should  be  recognised 
immediately  as  part  of  profit  or  loss  for  the  period  unless  the  relevant  asset  was  measured  at 
a  revalued  amount.  An  impairment  loss  that  has  been  reversed  should  not  take  the  asset 
above  its  carrying  amount  had  it  not  be  impaired  in  the  first  instance  (i.e.  the  carrying  amount 
of  the  asset  would  be  net  of  depreciation  or  amortisation  of  the  original  carrying  amount). 
[IAS  36.117,  36.119] 
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6  Disclosure 

IFRS  6  has  an  overriding  disclosure  requirement  to  include  information  in  the  financial 
statements  that  identifies  and  explains  the  amounts  that  have  been  recognised  as  exploration 
and  evaluation  assets.  Such  information  should  include  the  entity's  accounting  policy  for  the 
recognition  and  measurement  of  exploration  and  evaluation  assets.  An  entity  is  also  required 
to  identify  the  amount  of  assets,  liabilities,  income  and  expense  arising  from  the  exploration 
and  evaluation  of  mineral  resources.  In  relation  to  the  statement  of  cash  flows  the  amount  of 
operating  and  investing  cash  flows  arising  from  the  exploration  and  evaluation  of  mineral 
resources  should  be  disclosed.  [IFRS  6.23] 

The  disclosure  requirements  in  IAS  16  and  IAS  38  are  also  applicable. 


7  Chapter  Review 


This  chapter  has  been  concerned  with  the  key  issues  relating  to  the  exploration  for  and 
evaluation  of  mineral  resources. 

This  chapter  covered: 

■  the  objectives  and  scope  of  IFRS  6; 

■  the  recognition  and  measurement  requirements  for  the  exploration  for  and  evaluation 
of  mineral  resources;  and 

■  the  disclosure  requirements  of  IFRS  6. 
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8  Self  Test  Questions 
Chapter  28 

1 .  Which  TWO  of  the  following  models  may  be  applied  by  entities  for  the 

measurement  after  recognition  of  exploration  and  evaluation  assets,  in 
accordance  with  IFRS6  Exploration  for  and  evaluation  of  mineral  resources? 


A 

Cost 

B 

Revaluation 

C 

Realisation 

D 

Present  value 

Does  IFRS6  Exploration  for  and  evaluation  of  mineral  resources  apply  to  the 
following  types  of  expenditure? 

(1)  The  extraction  and  processing  of  mineral  resources  for  transport  to 
market. 

(2)  The  commercial  review  of  possible  areas  for  mineral  extraction  before 
bidding  for  the  legal  rights  to  explore  a  specific  area. 

Expenditure  (1)  Expenditure  (2) 

A  IFRS6  does  not  apply  IFRS6  does  not  apply 

B  IFRS6  does  not  apply  IFRS6  does  apply 

C  IFRS6  does  apply  IFRS6  does  not  apply 

D  IFRS6  does  apply  IFRS6  does  apply 


The  Strider  Company  is  involved  in  the  exploration  for  mineral  resources.  Its 
policy  is  to  recognise  exploration  assets  and  measure  them  initially  at  cost.  It 
is  currently  exploring  a  new  gas  field  in  Ruritania.  The  exploration  licence  for 
the  new  Ruritanian  gas  field  is  about  to  expire  and  Strider  is  now  preparing  to 
undertake  an  impairment  review. 

Strider  reports  its  financial  performance  as  'Mineral  Production'  and  'Energy 
Trading'  in  its  financial  statements  in  accordance  with  IFRS8  Operating 
segments.  The  Mineral  Production  segment  comprises  two  cash-generating 
units  -  'oil  production'  and  'gas  production'. 

In  accordance  with  IFRS6  Exploration  for  and  evaluation  of  mineral 
resources,  what  is  the  highest  level  at  which  the  impairment  test  can  be 
undertaken? 

A  A  cash-generating  unit  based  on  the  assets  in  the  Ruritanian  gas  field 

B  Gas  production  cash-generating  unit 

C  Oil  production  and  gas  production  cash-generating  units  combined 

D  A  cash-generating  unit  at  The  Strider  Company  level 
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The  Harlech  Company  is  involved  in  the  exploration  for  mineral  rights.  Its 
policy  is  to  recognise  exploration  assets  and  measure  them  initially  at  cost. 

During  20X8  Harlech  incurs  the  following  expenditure: 

Exploratory  drilling  for  minerals  on  site  and  related  CU200 

activities 

Roads  and  infrastructure  to  access  exploration  site  CU350 

Expenditures  relating  to  the  subsequent  development  of       CU340 
the  resources 

In  accordance  with  IFRS6  Exploration  for  and  evaluation  of  mineral 
resources,  at  what  amount  should  exploration  assets  be  initially  recognised  at 
in  the  financial  statements  of  Harlech? 

A  CU200 

B  CU540 

C  CU550 

D  CU890 


The  Sandringham  Company  is  involved  in  the  exploration  for  mineral 
resources.  Its  policy  is  to  recognise  exploration  assets  and  measure  them 
initially  at  cost. 

At  the  end  of  20X8  the  following  amounts  were  extracted  from  Sandringham's 
financial  statements: 

Trenching  and  sampling  expenditure  CU100 

Drilling  rigs  used  for  exploration,  carrying  CU200 

amount 

Drilling  rigs  used  for  exploration,  CU30 

depreciation  expense 

In  accordance  with  IFRS6  Exploration  for  and  evaluation  of  mineral 
resources,  at  what  amount  should  intangible  exploration  assets  be  initially 
recognised  at  in  the  financial  statements  of  Sandringham? 


A 

CU100 

B 

CU130 

C 

CU300 

D 

Nil 
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Chapter  29 
INSURANCE 


1  Business  Context 

An  insurance  entity  assesses  the  risks  from  which  another  party  wishes  to  be  sheltered  and 
prices  an  insurance  contract  accordingly.  Where  in  making  that  assessment  an  insurance 
entity  decides  that  the  risks  in  the  contract  are  potentially  too  great  for  it  to  take  on  alone,  it 
has  the  ability  to  offload  some  of  the  risk  by  selling  it  on  to  another  insurer.  The  second 
insurer  will  take  a  share  in  the  premium  income,  but  will  also  share  in  the  associated  risks  in 
the  contract.  This  is  known  as  reinsurance. 

There  are  a  number  of  underlying  complex  issues  in  relation  to  insurance  contracts,  with  the 
overriding  one  being  uncertainty,  resulting  from  the  underlying  risks  that  an  insurance  entity  is 
exposed  to.  IFRS  4  Insurance  contracts  attempts  to  provide  a  framework  within  which  a 
common  set  of  reporting  principles  are  set  out  to  provide  relevant  information  that  will  assist  a 
user's  understanding  of  the  entity's  financial  statements. 


2  Chapter  Objectives 

The  objective  of  this  chapter  is  to  set  out  the  requirements  of  IFRS  4  which  represents  the 
first  phase  of  the  IASB  project  on  accounting  for  insurance  contracts. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  what  an  insurance  contract  is; 

■  appreciate  the  nature  of  insurance  risk;  and 

■  understand  the  disclosure  requirements  relating  to  insurance  contracts. 

3  Objectives,  Scope  and  Definitions  of  IFRS  4 

Currently  there  is  a  wide  range  of  accounting  practices  used  for  insurance  contracts  and  the 
practices  adopted  often  differ  from  those  used  in  other  sectors.  As  a  result  the  IASB 
embarked  on  a  substantial  project  to  address  the  issues  surrounding  the  accounting  for 
insurance  contracts.  Rather  than  issuing  one  standard  that  covered  all  areas,  the  IASB 
decided  to  tackle  the  project  in  two  phases. 

Interim  guidance  has  been  issued  in  phase  one  of  the  project  in  the  form  of  IFRS  4;  it  is  a 
stepping  stone  to  the  second  phase  of  the  project.  IFRS  4  largely  focuses  on  improving  the 
disclosure  requirements  in  relation  to  insurance  contracts;  however  it  also  includes  a  number 
of  limited  improvements  to  existing  accounting  requirements. 

A  Discussion  Paper  was  published  by  the  IASB  in  May  2007  in  relation  to  phase  two  of  the 
insurance  contracts  projects.  However,  a  significant  amount  of  work  is  still  required  on  the 
project  and  a  final  standard  is  not  expected  until  2009  at  the  earliest.  Phase  two  of  the  project 
considers  the  main  components  of  an  accounting  model  for  insurance  contracts.  IFRS  4  was 
issued  as  a  temporary  measure  and,  because  it  allows  too  much  diversity,  it  will  be  replaced 
when  phase  two  of  the  project  is  finalised. 

Although  IFRS  4  sets  out  a  number  of  accounting  principles  as  essentially  best  practice,  it 
does  not  require  an  entity  to  use  these  if  it  currently  adopts  different  accounting  practices.  An 
insurance  entity  is  however  prohibited  from  changing  its  current  accounting  policies  to  a 
number  of  specifically  identified  practices. 
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IFRS  4  specifies  the  financial  reporting  of  insurance  contracts  by  any  entity  that  issues  such 
contracts,  or  holds  reinsurance  contracts.  It  does  not  apply  to  other  assets  and  liabilities  held 
by  insurers. 

It  is  important  to  distinguish  between  insurance  contracts  and  other  contracts  that  are  not 
covered  by  IFRS  4  but  which  might  look  like  insurance  contracts.  To  provide  clarification  IFRS 
4  specifically  identifies  a  number  of  areas  where  its  provisions  do  not  apply,  for  example: 

■  the  provision  of  product  warranties  given  directly  by  the  manufacturer,  dealer  or 
retailer; 

■  employers'  assets  and  liabilities  in  relation  to  employee  benefit  plans  and  obligations 
under  a  defined  benefit  plan; 

■  a  contractual  right,  or  obligation,  that  is  contingent  on  the  right  to  use  a  non-financial 
item,  for  example  some  licences; 

■  a  finance  lease  that  contains  a  residual  value  guaranteed  by  the  lessee,  i.e.  a 
specified  value  for  the  asset  at  the  end  of  the  lease  is  guaranteed  by  the  lessee; 

■  financial  guarantees  within  the  scope  of  IAS  39  Financial  instruments:  recognition  and 
measurement; 

■  contingent  consideration  that  has  arisen  as  a  result  of  a  business  combination;  and 

■  insurance  contracts  that  the  entity  holds  as  policyholder. 
3.1  What  is  an  insurance  contract? 

Insurance  contracts  are  contracts  between  two  parties,  where  one  party,  the  insurer,  agrees 
to  compensate  the  other  party,  the  policyholder,  if  it  is  adversely  affected  by  an  uncertain 
future  event.  [IFRS  4  Appendix  A] 

An  uncertain  future  event  exists  where  at  least  one  of  the  following  is  uncertain  at  the 
inception  of  an  insurance  contract: 

■  the  occurrence  of  an  insured  event; 

■  the  timing  of  the  event;  or 

■  the  level  of  compensation  that  will  be  paid  by  the  insurer  if  the  event  occurs. 
[IFRS  4  Appendix  B] 

Some  insurance  contracts  may  offer  payments-in-kind  rather  than  compensation  payable  to 
the  policyholder  directly.  For  example,  an  insurance  repair  contract  may  pay  for  a  washing 
machine  to  be  repaired  if  it  breaks  down;  the  contract  will  not  necessarily  pay  monetary 
compensation. 

In  identifying  an  insurance  contract  it  is  important  to  make  the  distinction  between  financial 
risk  and  insurance  risk.  A  contract  that  exposes  the  issuer  to  financial  risk  without  significant 
insurance  risk  does  not  meet  the  definition  of  an  insurance  contract. 

Financial  risk  is  where  there  is  a  possible  change  in  a  financial  or  non-financial  variable,  for 
example  a  specified  interest  rate,  commodity  prices,  an  entity's  credit  rating  or  foreign 
exchange  rates. 

Insurance  risk  is  defined  as  being  a  risk  that  is  not  a  financial  risk.  The  risk  in  an  insurance 
contract  is  whether  an  event  will  occur  (rather  than  arising  from  a  change  in  something),  for 
example  a  theft,  damage  to  property,  or  product  or  professional  liability.  Appendix  B  to  IFRS 
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4,  which  forms  an  integral  part  of  the  standard,  includes  an  extensive  list  of  examples  of 
insurance  contracts  including: 

■  life  insurance  and  prepaid  funeral  plans.  It  is  the  timing  of  the  event  that  is  uncertain 
here;  for  example  certain  life  cover  plans  only  pay  out  if  death  occurs  within  a 
specified  period  of  time; 

■  disability  and  medical  cover; 

■  credit  insurance,  covering  the  policyholder  for  non-recoverable  receivables;  and 

■  travel  cover  to  provide  against  any  loss  suffered  whilst  travelling. 

Illustration  1 

Examples  of  an  insurer  taking  on  insurance  risk  are: 

■  An  insurance  contract  issued  to  a  policyholder  against  the  escalation  of  claims  from 
faulty  motorcycles.  The  fault  was  discovered  a  year  ago  and  the  extent  of  total  claims  is 
yet  to  be  established.  This  is  an  insurance  contract  since  the  insured  event  is  the 
discovery  of  the  ultimate  cost  of  the  claims. 

■  A  gas  boiler  repair  service  available  from  a  supplier  who,  for  the  payment  of  a  fixed  fee, 
will  fix  the  malfunctioning  boiler.  This  is  an  insurance  contract  as  it  is  a  payment-in-kind 
contract,  with  the  uncertain  event  being  whether  the  boiler  will  break  down  and  the 
policyholder  will  be  adversely  affected. 


4  Recognition  and  Measurement 

IFRS  4  exempts  an  insurer  temporarily  (during  phase  one  of  the  lASB's  insurance  project) 
from  the  need  to  consider  the  IASB  Framework  in  selecting  accounting  policies  for  insurance 
contracts  where  there  is  no  specific  accounting  requirement  set  out  in  another  international 
standard.  However,  IFRS  4  expressly: 

■  requires  a  test  for  the  adequacy  of  recognised  insurance  liabilities  -  referred  to  as  the 
'liability  adequacy  test'; 

■  prohibits  provisions  for  possible  claims  under  contracts  that  are  not  in  existence  at  the 
reporting  date  (referred  to  as  catastrophe  or  equalisation  provisions); 

■  requires  an  impairment  test  for  reinsurance  assets.  An  impairment  is  only  recognised 
where,  after  the  commencement  of  a  reinsurance  contract,  an  event  has  occurred 
that  will  lead  to  amounts  due  under  the  contract  not  being  recovered  in  full,  and  a 
reliable  estimate  of  the  shortfall  can  be  assessed;  and 

■  requires  an  insurer  to  retain  insurance  liabilities  in  its  statement  of  financial  position 
until  they  are  discharged,  cancelled  or  expire,  and  to  present  such  liabilities  without 
offsetting  them  against  related  reinsurance  assets. 

An  insurer  recognises  its  insurance  liabilities  at  each  reporting  date  based  on  the  current 
estimate  of  future  contractual  cash  flows,  and  related  items  such  as  handling  costs,  arising 
under  the  insurance  contracts.  This  provision  should  be  reassessed  at  each  reporting  date 
and  any  identified  shortfall  should  be  recognised  immediately  in  profit  or  loss  for  the  period. 
This  is  the  so  called  'liability  adequacy  test'.  [IFRS  4.15] 

If  the  accounting  policies  of  an  insurer  do  not  demand  that  a  liability  adequacy  test  should  be 
carried  out,  as  described  above,  then  an  assessment  is  still  required  of  the  potential  net 
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liability  (i.e.  the  relevant  insurance  liabilities  less  any  related  deferred  acquisition  costs).  In 
these  circumstances  the  insurer  is  required  to  recognise  at  least  the  amount  that  would  be 
required  to  be  recognised  as  a  provision  under  the  application  of  IAS  37  Provisions, 
contingent  liabilities  and  contingent  assets. 


5  Changing  Accounting  Policies 

An  insurer  is  required  to  apply  the  general  principles  in  IAS  8  Accounting  policies,  changes  in 
accounting  estimates  and  errors  to  any  change  that  it  wishes  to  make  in  its  accounting 
policies.  A  change  in  accounting  policy  is  therefore  only  permitted  where  the  new  policy  will 
provide  more  relevant  and  no  less  reliable  information  to  the  users  of  the  financial  statements. 
[IFRS  4.22] 

As  IFRS  4  is  only  the  first  phase  of  the  insurance  project,  there  are  a  number  of  relaxations  in 
the  application  of  the  standard  and  how  it  interrelates  to  other  international  standards.  For 
example,  IFRS  4  sets  out  an  accounting  policy  for  the  remeasurement  of  designated 
insurance  liabilities  to  reflect  current  market  interest  rates,  with  any  changes  being  reported 
directly  in  profit  or  loss.  To  encourage  insurers  to  adopt  this  policy  the  standard  specifically 
exempts  them  from  having  to  carry  out,  and  justify,  the  relevance  and  reliability  test  for  such  a 
change  in  policy. 

IFRS  4  also  identifies  a  number  of  accounting  policies  which  may  continue  to  be  used  if  they 
represent  existing  practice  of  an  insurer,  but  which  may  not  be  adopted  as  a  new  policy 
because  they  do  not  meet  the  "more  relevant  and  no  less  reliable"  test.  Such  policies  include: 

■  measuring  insurance  liabilities  on  an  undiscounted  basis; 

■  measuring  contractual  rights  to  future  investment  management  fees  at  an  amount 
that  is  in  excess  of  their  fair  value,  as  implied  by  a  comparison  with  current  fees  being 
charged  by  other  market  participants  for  similar  services;  and 

■  using  non-uniform  accounting  policies  for  the  insurance  contracts  of  subsidiaries. 

Where  an  insurer  uses  excessive  prudence  (i.e.  it  is  over  cautious)  in  its  accounting  for 
insurance  contracts,  there  is  no  requirement  to  change  to  a  less  prudent  policy.  But  an  insurer 
already  using  sufficient  prudence  may  not  change  to  excessive  prudence. 

IFRS  4  sets  out  a  number  of  accounting  policies  that  an  insurance  entity  is  permitted  to  follow, 
although  there  is  no  requirement  to  do  so  at  present.  These  relate  to  future  investment 
margins,  shadow  accounting,  insurance  contracts  acquired  in  a  business  combination  or 
portfolio  transfer  and  discretionary  participation  features. 


6  Disclosures 

IFRS  4  requires  that  information  is  disclosed  in  the  financial  statements  of  an  insurer  that 
identifies  and  explains  amounts  that  arise  from  insurance  contracts.  [IFRS  4.36] 

This  information  should  include  the  accounting  policies  adopted  and  the  identification  of 
recognised  assets,  liabilities,  income  and  expense  arising  from  insurance  contracts. 

More  generally,  the  risk  management  objectives  and  policies  of  an  entity  should  be  disclosed, 
since  this  will  explain  how  an  insurer  deals  with  the  uncertainty  it  is  exposed  to.  [IFRS  4.38] 

Comparative  disclosures  are  required  in  relation  to  accounting  policies  adopted  and  the 
identification  of  recognised  assets,  liabilities,  income  and  expense  arising  from  insurance 
contracts. 
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7  Chapter  Review 

This  chapter  has  considered  the  nature  of,  and  accounting  for,  insurance  contracts. 
In  summary,  this  chapter  has  covered: 

■  identifying  an  insurance  contract; 

■  understanding  the  various  forms  that  an  insurance  contract  may  take;  and 

■  setting  out  the  disclosure  requirements  which  help  to  explain  the  risks  associated  with 
an  insurance  contract. 
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8  Self  Test  Questions 
Chapter  29 

1 .  An  entity  should  apply  IFRS4  Insurance  contracts  to  which  ONE  of  the 

following? 

A  Contingent  consideration  receivable  in  a  business  combination 

B  Product  warranties  issued  by  an  entity  which  is  a  manufacturer 

C  Employers'  assets  and  liabilities  under  employment  benefit  plans 

D  Reinsurance  contracts  issued  by  the  entity 


The  Corella  Company  is  applying  IFRS4  Insurance  contracts. 

Which  TWO  of  the  following  accounting  policies  may  Corella  continue  to 
apply? 

A  Recognising  provisions  for  possible  future  claims 

B  Offsetting  reinsurance  income  and  expenses  against  the  income  and 

expenses  of  related  reinsurance  contracts 
C  Measuring  insurance  liabilities  on  an  undiscounted  basis 

D  Using  non-uniform  accounting  policies  for  the  insurance  contracts  of 

subsidiaries 


Are  the  following  statements  about  IFRS4  Insurance  contracts  true  or  false? 

(1)  IFRS4  requires  an  insurer  to  consider  the  requirements  of  the  IASB 
Framework  in  selecting  accounting  policies  for  insurance  contracts. 

(2)  IFRS4  requires  an  insurer  to  test  for  the  adequacy  of  recognised 
insurance  liabilities. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


Which  TWO  of  the  following  are  requirements  of  IFRS4  Insurance  contracts? 

A  The  offset  of  reinsurance  assets  against  related  insurance  liabilities 

B  An  annual  assessment  of  the  adequacy  of  recognised  insurance 

liabilities 
C  An  impairment  test  for  reinsurance  assets 

D  Recognition  of  provisions  for  future  claims  relating  to  a  catastrophe 
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The  Kokam  Company  and  its  subsidiaries  are  applying  IFRS4  Insurance 
contracts  for  the  first  time  in  the  preparation  of  consolidated  financial 
statements. 

Which  ONE  of  the  following  accounting  policies  for  insurance  contracts  is 
permitted  by  IFRS4? 

A  Using  equalisation  provisions  for  possible  claims  on  future  insurance 

contracts 
B  Recognising  in  the  statement  of  changes  in  equity  any  deficiency 

arising  from  the  liability  adequacy  test 
C  Introducing  additional  excessive  prudence  in  measuring  insurance 

contract  liabilities 
D  Continuing  to  use  non-uniform  accounting  policies  to  measure  the 

insurance  liabilities  of  the  subsidiaries 
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Chapter  30 
AGRICULTURE 


1  Business  Context 

Accounting  practices  for  the  agricultural  sector  have  historically  been  varied,  since 
international  standards  generally  excluded  such  activities  due  to  their  specialist  nature.  The 
nature  of  agricultural  activity  makes  it  difficult  to  apply  a  traditional  cost  model,  since  such 
items  are  constantly  changing  through  growth  and  regeneration.  Since  the  use  of  an  historical 
cost  model  was  not  seen  as  wholly  appropriate  for  accounting  for  agricultural  activity,  the 
IASB  issued  IAS  41  Agriculture  based  on  a  fair  value  model. 

The  basic  business  issues  in  the  farming  sector  have  many  unique  aspects.  For  example, 
animals  and  plants,  described  as  biological  assets,  have  characteristics  which  are  not  present 
in  other  industries.  Another  important  feature  is  that  government  assistance  in  the  agricultural 
sector  is  common  and  is  often  substantial.  Entities  in  the  farming  industry  are  often  small  or 
family  run,  but  with  the  increasing  awareness  of  organic  produce  and  fair  trade  we  have  seen 
an  expansion  of  such  businesses  in  recent  years. 


2  Chapter  Objectives 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  distinction  between  biological  assets  and  agricultural  produce; 

■  demonstrate  a  knowledge  of  the  treatment  of  biological  assets  and  agricultural 
produce; 

■  deal  with  gains  and  losses  on  biological  assets  and  agricultural  produce;  and 

■  account  for  government  grants  in  the  agricultural  sector. 

3  Objectives,  Scope  and  Definitions  of  IAS  41 

IAS  41  sets  out  the  accounting  treatment,  including  presentation  and  disclosure  requirements, 
for  agricultural  activity.  Agricultural  activity  is  defined  as  the  management  of  the  biological 
transformation  of  biological  assets  for  sale,  into  agricultural  produce,  or  into  additional 
biological  assets.  Such  activities  include,  for  example,  raising  livestock,  forestry  and 
cultivating  orchards  and  plantations.  [IAS  41 .5] 

A  biological  transformation  comprises  the  processes  of  growth,  degeneration,  production  and 
procreation  that  cause  qualitative  or  quantitative  changes  in  a  biological  asset.  In  its  simplest 
form,  it  is  the  process  of  growing  something  such  as  a  crop,  although  it  also  incorporates  the 
production  of  agricultural  produce  such  as  wool  and  milk.  [IAS  41 .5] 

A  biological  asset  is  a  living  plant  or  animal.  [IAS  41 .5] 

Agricultural  produce  is  the  harvested  produce  of  an  entity's  biological  assets.  [IAS  41 .5] 

IAS  41  considers  the  classification  of  biological  assets  and  how  their  characteristics,  and 
hence  value,  change  over  time.  The  standard  applies  to  agricultural  produce  up  to  the  point  of 
harvest,  after  which  IAS  2  Inventories  is  applicable.  A  distinction  is  made  between  the  two 
because  IAS  41  applies  to  biological  assets  throughout  their  lives  but  to  agricultural  produce 
only  up  to  the  point  that  it  is  harvested. 
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IAS  41  includes  a  table  of  examples  which  clearly  sets  out  three  distinct  stages  involved  in  the 
production  of  biological  assets.  Examples  include  the  identification  of  dairy  cattle  as  the 
biological  asset,  milk  the  agricultural  produce  and  cheese  the  product  that  is  processed  after 
the  point  of  harvest.  Another  example  is,  vines  are  the  biological  asset,  grapes  the  agricultural 
produce  and  wine  the  end  product. 

IAS  41  does  not  apply  to  agricultural  lands  (IAS  16  Property,  plant  and  equipment  and  IAS  40 
Investment  property  apply  instead),  nor  to  intangible  assets  related  to  agriculture  (IAS  38 
Intangible  assets  applies). 


Illustration  1 

Calves  and  cows  are  biological  assets  as  they  are  living  animals.  Beef  and  milk  are 
agricultural  produce. 

Apples  are  agricultural  produce.  The  related  trees  and  orchards  are  biological  assets. 


4  Recognition  and  Measurement 

A  biological  asset  or  agricultural  produce  should  only  be  recognised  when:  [IAS  41.10] 

■  the  entity  controls  the  asset  as  a  result  of  past  events,  for  example  the  acquisition  of 
dairy  cattle.  The  past  event  is  the  purchase,  and  control  is  obtained  as  the  entity  is 
now  the  legal  owner; 

■  it  is  probable  that  future  economic  benefits  will  flow  to  the  entity,  because  the  dairy 
cattle  will  produce  milk  which  can  be  sold  or  processed  into  cheese  and  sold;  and 

■  fair  value,  or  cost,  of  the  asset  can  be  measured  reliably. 

A  biological  asset  should  initially  be  measured  at  its  fair  value  less  estimated  point  of  sale 
costs,  such  as  duty  and  commission  to  brokers  or  dealers.  [IAS  41 .12] 

Point  of  sale  costs  do  not  include  any  costs  that  are  necessary  to  get  the  asset  to  a  market, 
for  example  transport.  Fair  value  is  the  amount  for  which  an  asset  could  be  exchanged,  or  a 
liability  settled,  between  knowledgeable,  willing  parties  in  an  arm's  length  transaction.  Where 
an  active  market  exists  for  a  biological  asset,  the  quoted  price  in  the  market  is  the  appropriate 
fair  value.  [IAS  41.8] 

Where  an  active  market  does  not  exist,  then  fair  value  may  be  derived  by  using: 

■  the  most  recent  transaction  in  the  market,  assuming  that  similar  economic  conditions 
exist  at  the  time  of  the  transaction  and  at  the  end  of  the  reporting  period;  or 

■  market  prices  for  similar  assets  with  appropriate  adjustments  to  reflect  differences;  or 

■  sector  based  benchmarks,  for  example  the  value  of  meat  per  kilogram. 

IAS  41  includes  the  presumption  that  it  will  be  possible  to  fair  value  a  biological  asset.  But  if 
fair  value  cannot  be  measured  reliably  at  the  time  of  initial  recognition,  then  the  biological 
asset  should  be  recognised  at  cost  less  accumulated  depreciation  and  impairment  losses  (i.e. 
the  decrease  in  the  recoverable  amount  of  an  asset).  Fair  value  should  then  be  used  as  soon 
as  a  reliable  measurement  can  be  made.  [IAS  41 .30] 

At  subsequent  period  ends  a  biological  asset  should  continue  to  be  measured  at  its  fair  value. 
Once  a  biological  asset  has  been  measured  at  fair  value,  it  is  not  permissible  to  revert  to  cost. 
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Agricultural  produce  should  be  measured  at  its  fair  value,  less  estimated  point  of  sale  costs  at 
the  point  of  harvest.  Subsequent  measurement  is  by  reference  to  IAS  2.  It  will  always  be 
possible  to  fair  value  the  agricultural  produce  since,  by  its  very  nature,  there  must  be  a  market 
for  it.  [IAS  41.13] 

Grouping  biological  assets,  or  agricultural  produce,  according  to  significant  attributes,  such  as 
age  or  quality,  may  help  to  establish  fair  value.  Such  groupings  should  be  consistent  with 
attribute  groupings  that  are  used  in  the  market  as  a  basis  for  pricing,  for  example,  by  wine 
vintage. 


Illustration  2 

Some  biological  assets  are  physically  attached  to  land,  for  example  tree  plantations,  and  it  is 
necessary  to  value  the  land  and  biological  assets  together  as  one  asset,  even  though 
agricultural  land  is  not  within  the  scope  of  IAS  41 .  To  obtain  the  fair  value  of  the  biological 
assets,  the  fair  value  of  the  land  element  should  be  deducted  from  the  combined  fair  value. 

A  farmer  wishing  to  value  an  apple  orchard,  in  circumstances  where  there  is  no  separate 
valuation  for  the  orchard  from  that  for  the  land  on  which  it  is  grown,  would  value  it  at  the 
combined  fair  value  of  the  land  and  orchard,  less  the  estimated  fair  value  of  land. 

Land  is  dealt  with  under  IAS  16  or  IAS  40. 


5  Gains  and  Losses 

Gains  or  losses  arising  on  the  initial  recognition  at  fair  value  of  a  biological  asset  and 
agricultural  produce  should  be  reported  directly  in  profit  or  loss  for  the  period  in  which  they 
arise;  for  example  a  gain  may  arise  on  the  birth  of  a  calf.  Subsequent  changes  in  the  fair 
value  should  also  be  reported  directly  in  profit  or  loss.  [IAS  41 .26] 

Gains  or  losses  on  the  initial  recognition  of  agricultural  produce  should  also  be  included  in 
profit  or  loss  in  the  period  in  which  they  arise.  Such  gains  or  losses  may  arise  as  a  result  of 
harvesting,  because  the  harvested  crop  may  be  worth  more  than  the  unharvested  crop.  In  this 
case  a  gain  would  arise.  [IAS  41 .28] 


6  Government  Grants 

IAS  41  contains  its  own  requirements  in  respect  of  government  grants,  because  it  uses  the 
fair  value  model. 

An  unconditional  government  grant  received  in  relation  to  biological  assets  should  be 
recognised  as  income  when  it  becomes  receivable.  [IAS  41 .34] 

Conditional  grants  are  recognised  when  the  conditions  for  obtaining  the  grant  are  met.  It  may 
be  possible  to  recognise  part  of  the  grant  as  some  of  the  conditions  are  met;  for  example, 
where  as  a  condition  of  a  grant  an  entity  is  required  to  farm  in  a  specific  location  over  a 
number  of  years,  part  of  the  grant  should  be  recognised  each  year.  [IAS  41 .35] 

Government  grants  recognised  during  the  period  should  be  separately  identified  and  any 
unfulfilled  conditions  attaching  to  such  grants  should  be  explained.  An  indication  should  be 
given  in  the  financial  statements  where  there  is  expected  to  be  a  decrease  in  the  amount  of 
government  grants  receivable  in  future  periods. 

IAS  20  Accounting  for  government  grants  and  disclosure  of  government  assistance  applies  to 
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government  grants  relating  to  biological  assets  measured  at  cost  less  accumulated 
depreciation  and  accumulated  impairment  losses. 


7  Disclosure 

IAS  1  Presentation  of  financial  statements  requires  biological  assets  to  be  separately 
presented  in  the  statement  of  financial  position.  [IAS  41 .39] 

Gains  and  losses  arising  on  the  initial  recognition  of  biological  assets  and  agricultural  produce 
and  from  changes  in  fair  value  of  biological  assets  should  be  separately  disclosed.  In  addition 
a  description  of  each  group  of  biological  assets  is  required,  with  quantification  encouraged. 
[IAS  41.40,  41.41] 

IAS  41  encourages  the  entity  to  distinguish  between  consumable  and  bearer  assets,  or 
between  mature  and  immature  assets  as  appropriate.  A  consumable  biological  asset  is  one 
that  is  harvested  as  agricultural  produce  or  sold  as  biological  assets.  A  bearer  biological  asset 
is  self-regenerating  rather  than  harvested  for  its  agricultural  produce.  For  example,  livestock 
intended  for  the  production  of  meat  are  consumable  biological  assets  whereas  livestock  held 
for  dairy  farming  are  bearer  assets.  Similarly,  trees  grown  for  lumber  are  consumable  assets 
whereas  fruit  trees  are  bearer  assets. 

A  description  of  the  nature  of  activities  involving  an  entity's  biological  assets  by  group  should 
be  included  in  the  financial  statements,  as  well  as  information  on  the  physical  quantity  of 
biological  assets  and  their  estimated  outputs.  [IAS  41 .46] 

A  number  of  disclosures  are  required  about  the  fair  value  of  biological  assets  and  agricultural 
produce.  Such  disclosures  should  include  details  about  the  methods  used  to  fair  value  the 
assets  and  the  significant  assumptions  used  as  part  of  that  process.  Disclosure  should  also 
be  made  of  the  fair  value  of  agricultural  produce  harvested.  [IAS  41 .47,  41 .48] 

An  entity  should  disclose  details  of  any  biological  assets  where  title  is  restricted  in  some  way 
or  where  the  assets  have  been  pledged  as  security.  Any  commitment  in  relation  to  the 
purchase  or  development  of  biological  assets  should  also  be  explained.  [IAS  41 .49] 

A  full  reconciliation  should  be  included  of  changes  in  fair  value  during  the  period.  [IAS  41 .50] 


Illustration  3 

A  herd  of  5  four  year  old  animals  was  held  on  1  January  2007.  On  1  July  2007  a  4/4  year  old 
animal  was  purchased.  The  fair  values  less  estimated  point  of  sale  costs  were  as  follows: 

4  year  old  animal  at  1  January  2007 

CU200 

4%  year  old  animal  at  1  July  2007 

CU212 

5  year  old  animal  at  31  December  2007 

CU230 

The  movement  in  the  fair  value  less  estimated 
reconciled  as  follows: 

point  of  sale  costs  of  the  herd  can  be 

At  1  January  2007  (5  x  CU200) 

CU1, 000 

Purchased 

CU212 

Change  in  fair  value  (the  balancing  figure) 

CU168 

At  31  December  2007  (6  x  CU230) 

CU1.380 
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The  entity  is  encouraged  to  disclose  separately  the  changes  in  fair  value  less  estimated  point 
of  sale  costs  arising  from  physical  changes  and  from  price  changes. 

If  it  is  not  possible  to  measure  the  fair  value  of  biological  assets  reliably  and  they  are  instead 
recognised  at  cost  less  depreciation  and  impairment,  an  explanation  should  be  provided  of 
why  it  was  not  possible  to  establish  fair  value.  A  full  reconciliation  of  movements  in  the  net 
cost  should  be  presented  with  an  explanation  of  the  depreciation  rate  and  method  used. 
[IAS  41.54,  41.55,  41.56] 

Additional  disclosures  are  also  required  in  relation  to  government  grants.  [IAS  41 .57] 


8  Chapter  Review 

This  chapter  has  covered: 

■  the  distinction  between  biological  assets  and  agricultural  produce; 

■  the  importance  of  market  based  measures  for  valuing  biological  assets  and 
agricultural  produce; 

■  how  to  recognise  assets  and  produce  and  the  recognition  of  gains  and  losses  arising; 
and 

■  how  to  deal  with  government  grants  in  the  agricultural  sector. 
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9  Self  Test  Questions 
Chapter  30 

1 .  The  Anemone  Company  owns  a  number  of  herds  of  cattle.  Where  should 

changes  in  the  fair  value  of  a  herd  of  cattle  be  recognised  in  the  financial 
statements,  according  to  IAS41  Agriculture? 

A  In  profit  or  loss  only 

B  In  other  comprehensive  income  only 

C  In  profit  or  loss  or  other  comprehensive  income 

D  In  the  statement  of  cash  flows  only 


According  to  IAS41  Agriculture,  which  ONE  of  the  following  would  be 
classified  as  a  product  that  is  the  result  of  processing  after  harvest? 

A  Cotton 

B  Wool 

C  Bananas 

D  Cheese 


According  to  IAS41  Agriculture,  which  TWO  of  the  following  criteria  must  be 
satisfied  before  a  biological  asset  can  be  recognised  in  an  entity's  financial 
statements? 

A  The  entity  controls  the  asset  as  a  result  of  past  events 

B  It  is  probable  that  economic  benefits  relating  to  the  asset  will  flow  to 

the  entity 
C  An  active  market  for  the  asset  exists 

D  The  asset  forms  a  homogenous  biological  group 


According  to  IAS41  Agriculture,  which  TWO  of  the  following  expenses  would 
be  classified  as  point-of-sale  costs  when  valuing  biological  assets  and 
agricultural  produce? 

A  Commissions  to  brokers 

B  Transport  costs 

C  Transfer  taxes  and  duties 

D  Advertising  costs 


Which  ONE  of  the  following  items  would  be  classified  as  agricultural  produce, 
according  to  IAS41  Agriculture? 

A  Tree 

B  Bush 

C  Butter 

D  Apple 
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According  to  IAS41  Agriculture,  which  TWO  of  the  following  items  would  be 
classified  as  biological  assets? 

A  Oranges 

B  Chickens 

C  Eggs 

D  Trees 


7.  Are  the  following  statements  about  classification  according  to  IAS41 

Agriculture  true  or  false? 

(1)  Sugar  should  be  classified  as  agricultural  produce. 

(2)  Wool  should  be  classified  as  agricultural  produce. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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Chapter  31 
CONSOLIDATION 


1  Business  Context 

Financial  statements  normally  set  out  the  financial  position  and  performance  of  a  single  entity. 
If  that  entity  is  controlled  by  another  entity  (its  parent)  and  there  are  intra-group  transactions, 
then  its  financial  statements  may  not  reveal  a  true  picture  of  its  activities.  Consolidated 
financial  statements  are  prepared  on  the  basis  that  the  group  is  a  single  economic  entity,  by 
aggregating  the  transactions  and  balances  of  the  parent  and  all  its  subsidiaries.  A  group  is 
simply  a  collection  of  entities,  where  one,  the  parent,  controls  the  activities  of  the  others,  its 
subsidiaries. 

The  preparation  of  single  entity  financial  statements  would  not  reflect  the  economic  reality  of 
the  financial  performance  and  position  under  the  control  of  the  parent  entity. 


2  Chapter  Objectives 


This  chapter  deals  with  how  an  investor  entity  should  report  the  results  of  other  entities  over 
whose  financial  and  operating  policies  it  has  control  so  that  it  can  obtain  benefits  from  their 
activities. 

A  group  of  entities  presents  financial  information  about  their  activities  as  if  it  was  a  single 
economic  entity;  such  financial  statements  are  known  as  the  consolidated  financial 
statements.  IAS  27  Consolidated  and  separate  financial  statements  governs  their  preparation 
and  is  discussed  in  this  chapter.  The  treatment  in  the  consolidated  financial  statements  for 
investments  giving  rise  to  joint  control  (under  IAS  31  Interests  in  joint  ventures)  and  for  those 
giving  rise  to  significant  influence  (under  IAS  28  Investments  in  associates)  are  dealt  with  in 
separate  chapters. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  scope  of  IAS  27; 

■  interpret  the  important  terminology  and  definitions  which  relate  to  the  preparation  of 
the  financial  statements  of  a  group  of  entities; 

■  understand  the  key  principles  relating  to  recognition  and  measurement  in 
consolidated  financial  statements;  and 

■  demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  27. 
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3  Objectives,  Scope  and  Definitions  of  IAS  27 

The  scope  of  IAS  27  is  wide  and  should  be  applied  "in  the  preparation  and  presentation  of 
consolidated  financial  statements  for  a  group  of  entities  under  the  control  of  a  parent". 
[IAS  27.1] 

IAS  27  also  addresses  the  accounting  requirements  for  investments  in  subsidiaries,  jointly- 
controlled  entities  and  associates  in  separate  financial  statements.  Separate  financial 
statements  are  those  of  an  individual  investing  entity  rather  than  those  of  the  combined  group. 
[IAS  27.3] 

IAS  27  does  not  cover  the  treatment  of  a  business  combination,  for  example  the  acquisition  of 
a  subsidiary,  in  the  group  financial  statements.  This  is  set  out  in  IFRS  3  Business 
combinations. 

A  parent  entity  can  control  another  entity  in  a  number  of  ways.  The  easiest  control 
relationship  to  identify  is  where  one  entity  owns  more  than  half  of  the  voting  rights  in  another 
entity.  It  is  not,  however,  a  requirement  that  at  least  half  of  the  voting  rights  are  held  for 
control  to  exist.  IAS  27  includes  a  number  of  examples  where  control  may  exist  even  though 
the  parent  does  not  hold  a  majority  of  the  voting  rights.  Such  situations  include: 

■  where  the  parent  has  the  power  to  control  more  than  50%  of  the  voting  rights,  for 
example  by  exercising  share  conversion  rights  which  are  currently  exercisable,  or 
where  it  has  the  power  to  govern  the  financial  and  operating  policies  of  the  other 
entity  through  agreement  with  other  shareholders  or  by  statute;  or 

■  where  the  entity  is  controlled  by  its  board  of  directors  and  the  parent  has  the  ability  to 
appoint  or  remove  the  majority  of  the  members  of  that  board,  or  has  the  power  to  cast 
the  majority  of  the  votes  at  such  a  board  meeting. 

A  revised  version  of  IAS  27  was  published  in  January  2008.  This  revision  was  made  as  a 
result  of  the  changes  made  to  IFRS  3  as  part  of  the  second  phase  of  the  lASB's  business 
combinations  project.  The  rest  of  this  chapter  is  based  on  the  newly  published  version  of 
IAS  27. 

The  revised  version  of  IAS  27  should  be  applied  for  annual  reporting  periods  beginning  on  or 
after  1  July  2009.  However,  an  entity  is  permitted  to  adopt  the  standard  earlier  if  it  also 
applies  the  revised  version  of  IFRS  3.  [IAS  27.45] 


4  Consolidated  Financial  Statements 
4.1  Presentation 

Subject  to  limited  exceptions,  IAS  27  requires  every  parent  to  prepare  a  set  of  consolidated 
financial  statements.  [IAS  27.9] 

An  exception  to  this  requirement  arises  in  circumstances  where  the  shareholders  of  the 
parent  will  gain  limited  benefit  from  the  preparation  of  consolidated  financial  statements  at  this 
level,  for  example  where  the  parent  entity  is  itself  a  wholly-owned  subsidiary.  In  this  scenario 
the  only  shareholder  is  the  superior  parent  entity,  which  will  be  required  to  prepare  its  own 
consolidated  financial  statements.  The  exception  also  applies  where  a  partially-owned 
subsidiary  has  informed  the  other  shareholders  (i.e.  the  shareholders  of  the  subsidiary  other 
than  the  parent  entity)  of  the  proposal  not  to  prepare  consolidated  financial  statements  and 
there  were  no  objections.  The  ultimate  parent  (i.e.  the  top  entity  in  the  group),  or  the 
intermediate  parent  if  one  exists,  is  required  to  prepare  consolidated  financial  statements  that 
are  publicly  available  and  in  accordance  with  IFRS  for  this  exception  to  be  available. 
[IAS  27.10] 
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This  exception  cannot  be  utilised  where  the  parent  has  debt  or  equity  instruments  traded  on 
any  public  market  (or  is  in  the  process  of  issuing  debt  or  equity  in  a  public  market).  In  such 
circumstances  its  consolidated  financial  statements  are  likely  to  have  a  wider  circulation  and 
therefore  should  be  prepared.  [IAS  27.10] 

4.2  Scope  of  consolidated  financial  statements 

Consolidated  financial  statements  are  designed  to  present  the  group's  activities  as  if  they  had 
been  undertaken  by  a  single  entity.  Such  financial  statements  should  therefore  combine  on  a 
line-by-line  basis  the  income,  expenses,  assets  and  liabilities  of  all  subsidiaries.  One 
exception  to  this  general  requirement  is  where  on  acquisition  an  entity  meets  the  criteria  to  be 
classified  as  'held  for  sale'  under  IFRS  5  Non-current  assets  held  for  sale  and  discontinued 
operations.  While  such  an  entity  should  still  be  included  in  the  consolidated  financial 
statements,  it  is  recognised  under  IFRS  5  rather  than  on  a  line-by-line  basis  in  accordance 
with  IAS  27.  The  results  will  instead  be  presented  as  a  single  amount  in  the  statement  of 
comprehensive  income,  with  the  assets  and  liabilities  presented  as  separate  amounts  in  the 
statement  of  financial  position.  [IAS  27.12] 

A  subsidiary  should  not  be  excluded  from  the  consolidated  financial  statements  because  its 
activities  are  dissimilar  to  those  of  the  other  entities  in  the  group.  This  information  should 
instead  be  presented  as  additional  information  in  the  consolidated  financial  statements,  for 
example  as  a  separate  reporting  segment  in  accordance  with  IFRS  8  Operating  segments. 

The  preparation  of  consolidated  financial  statements  is  still  generally  required  where  a  parent 
entity  is  a  venture  capitalist,  mutual  fund  or  unit  trust. 

4.3  Special  purpose  entities 

IAS  27  requires  that  an  entity  is  included  in  the  consolidated  financial  statements  where  it  is 
controlled  by  another  entity.  As  explained  above,  control  is  usually  obtained  where  the 
majority  of  the  voting  rights  in  the  other  entity  are  held,  although  it  is  possible  to  have  control 
in  other  circumstances.  The  identification  of  control  should  be  established  by  looking  at  the 
substance  of  the  relationship  rather  than  its  legal  form,  for  example  by  identifying  which  party 
is  gaining  the  benefits  generated  by  an  entity's  activities. 

It  is  possible  to  set  up  an  operating  relationship  between  entities  solely  for  a  defined  and 
narrow  purpose,  for  example  to  effect  a  lease.  Entities  used  for  such  purposes  are  commonly 
referred  to  as  special  purpose  entities  (SPE)  and  may  be  in  the  form  of  a  trust  or  partnership 
rather  than  an  incorporated  entity. 

What  is  unique  about  such  entities  is  that,  although  they  may  have  a  governing  body,  they 
have  restricted  decision-making  powers  which  instead  lie  with  the  creator  of  the  entity.  As  a 
consequence  the  SPE  acts  as  if  it  were  on  'autopilot'. 

Where  such  entities  exist,  management  may  have  to  exercise  a  significant  amount  of 
judgement  to  identify  whether  there  is  effective  control  over  the  SPE.  Control  may  exist 
through  the  predetermination  of  the  activities  of  the  SPE.  Other  indicators  of  control  may 
include  where  the  activities  of  the  SPE  are  essentially  being  operated  on  behalf  of  another 
entity  or  where  another  entity  enjoys  the  majority  of  the  benefits  generated  by  the  SPE. 

SIC  12  Special  purpose  entities  requires  that,  where  the  substance  of  the  relationship  is  that 
the  SPE  is  controlled  by  another  entity,  that  entity  should  consolidate  it  in  accordance  with  the 
requirements  of  IAS  27. 
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5  Consolidation  Procedures 
5.1  Basic  approach 

The  preparation  of  consolidated  financial  statements  involves  the  combination  of  the  financial 
statements  of  the  parent  and  its  subsidiaries  on  a  line-by-line  basis.  Individual  line  items  are 
added  together  for  all  entities  within  the  group  to  produce  the  consolidated  figures  for  the 
single  economic  entity.  This  approach  is  adopted  for  all  items  in  the  financial  statements,  for 
example  income,  expenditure,  assets  and  liabilities. 

A  number  of  further  steps  are  then  required  to  ensure  that  information  is  not  double  counted 
and  that  the  consolidated  financial  statements  of  the  group  fairly  present  the  results  and 
position  of  the  group  as  a  whole. 

The  parent  entity  will  have  an  asset  line  item  in  its  own  financial  statements  which  represents 
the  cost  of  acquiring  an  investment  in  a  subsidiary.  The  cost  of  the  investment  is  replaced  by 
the  results  and  financial  position  of  the  subsidiary  on  consolidation. 

The  aggregation  of  each  line  item  in  the  statement  of  financial  position  will  lead  to  equity 
which  represents  that  of  the  total  of  all  entities  in  the  group.  This  will  include  retained  earnings 
that  were  generated  both  before  and  after  a  subsidiary  was  acquired.  Retained  earning 
generated  before  a  subsidiary  was  acquired  by  its  current  parent  should  not  be  reported  as 
part  of  the  group  results.  The  parent's  share  of  a  subsidiary's  equity  at  the  time  of  acquisition 
should  therefore  be  eliminated. 

Any  difference  between  the  cost  of  investment  and  the  parent's  share  of  a  subsidiary's  equity 
at  the  time  of  acquisition  is  goodwill,  which  is  recognised  in  the  consolidated  financial 
statements  as  an  asset,  in  accordance  with  IFRS  3. 


Illustration  1 

ABC  acquired  the  entire  share  capital  of  XYZ  (i.e.  there  is  no  non-controlling  interest)  for 
CU20,000.  At  that  date  the  equity  of  XYZ  comprised  share  capital  of  CU5,000  and  retained 
earnings  of  CU6,000. 

The  share  capital  and  pre-acquisition  retained  earnings  are  eliminated  against  the  cost  of 
investment  in  the  consolidated  financial  statements.  The  difference  is  goodwill. 

CU 

Consideration  transferred  20,000 

Less: 

XYZ's  net  assets 

Share  capital  5,000 

Retained  earnings  6,000 

11,000 

Goodwill  9,000 


The  ownership  of  the  profits  and  net  assets  of  subsidiaries  included  in  the  aggregation 
process  should  be  analysed  between  the  parent  entity  shareholders  and  the  non-controlling 
interest.  The  non-controlling  interest  is  the  portion  of  the  results  and  financial  position  of 
subsidiaries  that  does  not  belong  to  the  parent.  For  example,  where  a  parent  owns  80%  of  a 
subsidiary,  the  non-controlling  interest  is  the  remaining  20%. 

The  portion  of  profit  or  loss  and  net  assets  of  the  group  which  belongs  to  the  non-controlling 
interest  should  be  presented  separately  in  the  consolidated  financial  statements.  Total 
comprehensive  income  is  split  between  the  owners  of  the  parent  and  the  non-controlling 

THE  INSTITUTE 

of  chartered  Chapter  31  -  Consolidation 

ACCOUNTANTS  p  4Q8 

N  ENGLAND  AND  WALES  ° 


interest  even  if  this  results  in  the  non-controlling  interest  having  a  deficit  balance.  The  non- 
controlling  interest's  share  of  net  assets  is  presented  within  equity.  [IAS  27.27] 

The  non-controlling  interest  is  calculated  by  applying  the  proportion  of  shares  in  the 
subsidiary  that  belong  to  the  non-controlling  interest  to  the  results  and  net  assets  of  the 
subsidiary. 


Illustration  2 

ABC  acquired  60%  of  the  share  capital  of  XYZ  on  1  January  2007  for  CU1 8,000  (a  40% 
non-controlling  interest  in  XYZ  therefore  exists).  At  that  date  the  equity  of  XYZ  comprised 
share  capital  of  CU5,000  and  retained  earnings  of  CU1 5,000. 


The  profit  after  tax  of  XYZ  for  the  year  ended  31  December  2007  was  CU1 0,000  and  the 
retained  earnings  at  that  date  were  CU25,000. 

The  share  capital  and  pre-acquisition  retained  earnings  are  eliminated  against  the  cost  of 
investment  in  the  consolidated  financial  statements.  The  difference  is  goodwill. 


Consideration  transferred 
Non-controlling  interest 

(40%  x  (5,000+15,000)  -  note  1) 


XYZ's  net  assets 
Share  capital 
Retained  earnings 

Goodwill 


cu 

CU 

18,000 

8,000 
26,000 

5,000 
15,000 

20,000 
6,000 

The  non-controlling  interest  in  the  net  assets  at  year-end  is  CU1 2,000  (40%  x  (CU5,000  + 
CU25,000)). 

The  non-controlling  interest  in  the  profit  for  the  year  is  CU4,000  (40%  x  CU1 0,000). 

The  consolidated  retained  earnings  will  include  ABC's  share  of  the  retained  earnings  since 
acquisition  of  CU6,000  ((CU25,000  -  CU1 5,000)  x  60%).  The  pre-acquisition  retained 
earnings  were  eliminated  against  the  cost  of  investment. 

Note  1  -  The  non-controlling  interest  at  acquisition  has  been  measured  at  the  non- 
controlling  interest's  proportionate  share  of  the  acquiree's  identifiable  net  assets  in 
accordance  with  IFRS  3,  as  discussed  in  Chapter  33. 
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5.2  Adjustments 

As  the  consolidated  financial  statements  present  the  information  for  the  group  as  a  single 
entity,  any  transactions  or  balances  arising  between  different  entities  in  the  group  should  be 
eliminated.  This  treatment  is  required  because  the  single  entity  cannot  transact  business  with 
itself  or  owe  itself  money.  [IAS  27.20] 

Where  sales  have  been  made  between  group  entities,  these  should  be  eliminated  in  the 
revenue  and  costs  of  sales  lines  of  the  aggregated  results  of  the  group.  Similarly  where 
balances  exist  at  the  year  end,  the  asset  and  corresponding  liability  should  be  eliminated. 

A  more  complex  adjustment  is  necessary  where  goods  are  sold  between  group  entities  and 
they  are  still  held  by  one  of  the  entities  at  the  year-end.  Any  element  of  profit  created  by  these 
internal  transactions  is  considered  to  be  unearned  as  far  as  the  single  economic  entity  is 
concerned  and  should  therefore  be  eliminated.  The  inventories  themselves  should  be 
reduced  to  their  original  cost  to  the  group. 

Because  the  parent  controls  the  activities  of  subsidiaries,  the  full  amounts  of  such 
transactions  and  balances  arising  within  a  group  should  be  eliminated  even  if  the  seller  is  a 
subsidiary  in  which  there  is  a  non-controlling  interest. 


Illustration  3 

PQR  owns  60%  of  STU.  The  following  figures  are  extracted  from  their  separate  financial 
statements: 

PQR      Trade  receivables  CU280,000,  including  CU50,000  due  from  STU 
Trade  payables  CU220,000,  including  CU1 0,000  due  to  STU 


STU       Trade  receivables  CU1 25,000,  including  CU1 0,000  due  from  PQR 
Trade  payables  CU95,000,  including  CU50,000  due  to  PQR 

The  following  figures  should  be  included  in  the  consolidated  statement  of  financial  position  of 
the  group. 

Trade  receivables:     CU280,000  -50,000  +  1 25,000  -  1 0,000  =  CU345,000 
Trade  payables:         CU220,000  -  1 0,000  +  95,000  -  50,000  =  CU255,000 

The  intra-group  balances  should  be  eliminated  in  full.  Trade  receivables  and  trade  payables 
should  only  include  balances  with  third  parties. 


Illustration  4 

ABC  holds  a  75%  interest  in  DEF.  At  the  end  of  the  reporting  period,  inventory  is  held  within 
the  group  which  was  purchased  from  another  group  entity  for  CU50,000  at  cost  plus  25%. 
The  group's  consolidated  statement  of  financial  position  has  been  drafted  without  any 
adjustment  in  relation  to  this  holding  of  inventory. 

The  adjustment  required  to  be  made  to  the  draft  consolidated  statement  of  financial  position 
for  inventories,  the  non-controlling  interest  and  retained  earnings  attributable  to  the  owners 
of  ABC  are  set  out  below  based  on  the  following  assumptions: 

Assumption  1 :         ABC  holds  the  inventory  which  was  bought  from  DEF 

Assumption  2:         DEF  holds  the  inventory  which  was  purchased  from  ABC 
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Under  both  assumptions,  the  CU1 0,000  of  profit  should  be  taken  out  of  the  carrying  amount 
of  the  inventory  (25/125  x  CU50,000  =  CU1 0,000).  This  amount  should  be  removed  from  the 
seller's  retained  earnings. 

Assumption  1 

The  subsidiary  is  the  seller,  so  part  of  the  reduction  goes  to  reduce  the  non-controlling 
interest.  Therefore,  the  non-controlling  interest  is  reduced  by  25%  of  CU1 0,000  =  CU2,500 
and  retained  earnings  by  75%  =  CU7,500. 

Assumption  2 

The  parent  is  the  seller  therefore  the  whole  of  the  CU1 0,000  goes  to  reduce  retained 
earnings. 


If  non-current  assets,  such  as  property,  have  been  sold  by  one  group  entity  to  another, 
adjustment  is  necessary  to  eliminate  the  unrealised  profit  or  loss  on  the  sale.  In  addition,  the 
depreciation  (i.e.  charging  an  asset's  cost  over  the  period  in  which  it  will  be  used  by  the  entity) 
should  be  adjusted  to  the  value  it  would  have  been  had  no  sale  taken  place. 

5.3  Other  requirements 

5.3.1  Reporting  dates  and  consistent  accounting  policies 

Since  the  consolidated  financial  statements  are  prepared  on  the  basis  that  the  group  is  a 
single  economic  entity,  the  financial  statements  of  the  parent  and  its  subsidiaries  should  be 
made  up  to  the  same  reporting  date.  If  a  subsidiary  has  a  year-end  different  to  that  of  its 
parent,  then  it  is  required  to  prepare  additional  financial  information  for  consolidation 
purposes.  Adjustments  should  be  made  for  significant  transactions  and  events  between  the 
subsidiary's  reporting  date  and  that  of  its  parent.  [IAS  27.22,  27.23] 

Where  different  accounting  dates  exist  for  the  parent  and  one  of  its  subsidiaries,  the 
difference  in  reporting  dates  should  not  exceed  three  months. 

It  is  also  essential  that  uniform  accounting  policies  are  applied  by  all  entities  in  the  group.  If 
group  accounting  policies  are  not  adopted  in  the  subsidiaries'  own  financial  statements,  then 
adjustments  should  be  made  to  reflect  the  effect  of  the  group  policies  for  inclusion  in  the 
consolidation  financial  statements.  [IAS  27.24] 

5.3.2  Ceasing  to  be  a  subsidiary 

When  a  parent  loses  control  of  a  subsidiary,  the  subsidiary  should  be  excluded  from 
consolidation  from  that  date.  But  the  results  of  the  subsidiary  should  be  included  in  the 
consolidated  financial  statements  up  to  that  date,  since  this  reflects  the  reality  that  up  until 
that  point  the  subsidiary  was  still  a  group  entity. 

Where  a  change  in  a  parent's  ownership  interest  in  a  subsidiary  does  not  lead  to  the  loss  of 
control,  it  is  recognised  as  an  equity  transaction.  The  carrying  amounts  of  the  controlling  and 
non-controlling  interests  should  be  adjusted  to  reflect  the  change  in  levels  of  ownership.  Any 
difference  between  the  consideration  received  and  the  adjustment  to  the  non-controlling 
interest  is  recognised  directly  in  equity.  [IAS  27.30] 

If  a  parent  loses  control  of  a  subsidiary,  the  subsidiary  should  be  removed  from  the 
consolidated  financial  statements  and  replaced  by  any  consideration  received,  along  with  any 
investment  that  is  retained,  on  the  date  on  which  control  is  lost.  This  will  lead  to  the  assets 
and  liabilities  and  any  non-controlling  interest  in  the  subsidiary  being  removed  from  the 
consolidated  statement  of  financial  position  at  their  carrying  amounts,  any  consideration 
received,  or  shares  of  the  subsidiary  distributed  to  its  owners,  as  a  result  of  the  loss  of  control 
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being  recognised  and  any  investment  that  has  been  retained  being  recognised  at  its  fair 
value.  [IAS  27.34] 

If  any  amounts  have  been  recognised  in  other  comprehensive  income  of  the  consolidated 
financial  statements  in  relation  to  the  subsidiary  in  which  the  parent  has  lost  control,  these 
amounts  should  be  reclassified  to  profit  or  loss  or  transferred  directly  to  retained  earnings  in 
accordance  with  the  relevant  accounting  standard. 

If  any  gain  or  loss  arises  from  the  above  transactions  as  a  result  of  losing  control  of  a 
subsidiary,  it  should  be  recognised  directly  in  profit  or  loss. 

Once  an  entity  is  no  longer  a  subsidiary,  it  should  be  accounted  for  as  an  investment  in 
accordance  with  other  appropriate  accounting  standards,  for  example,  IAS  39  Financial 
instruments:  Recognition  and  measurement,  IAS  28  or  IAS  31 .  [IAS  27.36] 


6  Investor's  Separate  Financial  Statements 

For  the  preparation  of  the  separate  financial  statements  of  an  entity,  i.e.  the  parent  only 
financial  statements  rather  than  the  consolidated  financial  statements,  investments  in 
subsidiaries  (and  associates  and  joint  ventures)  should  be  recognised  either  at  cost  or  in 
accordance  with  IAS  39,  at  the  choice  of  the  entity.  If  such  an  investment  is  classified  as  'held 
for  sale'  under  IFRS  5,  then  it  should  be  treated  in  accordance  with  that  standard.  [IAS  27.38] 

Where  investments  in  jointly  controlled  entities  and  associates  are  recognised  and  measured 
in  accordance  with  IAS  39  in  the  consolidated  financial  statements,  this  accounting  treatment 
should  also  be  adopted  in  the  separate  financial  statements  of  the  entity.  [IAS  27.40] 
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7  Disclosures 

A  number  of  disclosure  requirements  are  included  in  IAS  27,  which  provide  additional 
information  about  the  nature  of  the  control  relationship  between  the  parent  and  its 
subsidiaries.  These  disclosures  include:  an  explanation  of  the  parent  /  subsidiary  relationship 
where  the  parent  does  not  hold  the  majority  of  the  voting  rights,  an  explanation  of  why,  even 
though  the  majority  of  the  voting  rights  are  held,  the  investor  does  not  have  control,  and  an 
explanation  of  any  significant  restrictions  on  the  ability  of  the  subsidiary  to  transfer  funds  to  its 
parent,  for  example  by  the  payment  of  dividends.  [IAS  27.41] 

Where  a  subsidiary  does  not  have  the  same  reporting  date  as  its  parent,  this  fact  should  be 
explained  along  with  details  of  the  subsidiary's  reporting  date.  [IAS  27.41] 

Where  there  has  been  a  change  in  the  ownership  interest  in  a  subsidiary  during  the  period, 
this  fact  should  be  explained.  If  control  was  not  lost,  a  schedule  of  the  effect  of  the  reduced 
ownership  interest  should  be  presented.  If  control  was  lost,  then  any  resulting  gain  or  loss 
should  be  identified,  together  with  the  line  item  within  which  the  gain  or  loss  was  recognised. 
[IAS  27.41] 

Where  a  parent  entity  does  not  prepare  consolidated  financial  statements  (because  it  is 
permitted  to  use  the  exception,  as  explained  at  the  beginning  of  this  chapter)  this  fact  should 
be  disclosed.  In  addition  the  parent  entity  should  include  the  name  and  country  of 
incorporation  (or  residence)  of  the  entity  in  which  its  results  have  been  consolidated  and 
where  the  publicly  available  financial  statements  can  be  obtained.  A  list  of  significant 
investments  such  as  subsidiaries,  associates  and  joint  ventures,  should  be  provided  in  the 
entity-only  financial  statements  with  details  on  the  shareholdings  held,  the  country  of 
incorporation  and  how  the  investments  have  been  accounted  for.  [IAS  27.42] 

Where  separate  financial  statements  have  been  prepared,  disclosures  are  required  about 
investments  that  are  classed  as  being  in  associates  and  joint  ventures  where  separate 
financial  statements  are  prepared.  These  disclosures  detail  similar  information  to  that  set  out 
above,  along  with  an  explanation  of  why  the  separate  financial  statements  have  been 
prepared,  if  they  are  not  required  by  law.  [IAS  27.43] 


8  Chapter  Review 

This  chapter  covered  the  routine  processes  by  which  the  consolidated  financial  statements  for 
a  parent  and  its  subsidiaries  are  prepared,  as  if  the  various  separate  legal  entities  are  a  single 
economic  entity. 

This  chapter  has  covered: 

the  scope  of  IAS  27; 

its  requirements  as  to  which  entities  should  produce  consolidated  financial 
statements; 

consolidation  procedures; 

the  requirements  in  respect  of  common  reporting  dates  and  uniform  accounting 
policies;  and 

the  disclosure  requirements  set  out  in  IAS  27. 
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9  Self  Test  Questions 
Chapter  31 

1 .  Which  ONE  of  the  following  terms  best  describes  the  financial  statements  of  a 

parent  in  which  the  investments  are  accounted  for  on  the  basis  of  the  direct 
equity  interest? 

A  Single  financial  statements 

B  Combined  financial  statements 

C  Separate  financial  statements 

D  Consolidated  financial  statements 


Are  the  following  statements  true  or  false,  according  to  IAS27  Consolidated 
and  separate  financial  statements? 

(1)  Consolidated  financial  statements  must  be  prepared  using  uniform 
accounting  policies. 

(2)  The  non-controlling  interest  in  the  net  assets  of  subsidiaries  may  be 
shown  by  way  of  note  to  the  consolidated  statement  of  financial 
position. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

The  Cavy  Company  owns  75%  of  The  Haldenby  Company.  The  following 
figures  are  from  their  separate  financial  statements: 

Cavy:  Trade  receivables  CU1,040,000,  including  CU30,000  due 

from  Haldenby. 

Haldenby:  Trade  receivables  CU21 5,000,  including  CU40,000  due  from 

Cavy. 

According  to  IAS27  Consolidated  and  separate  financial  statements,  what 
figure  should  appear  for  trade  receivables  in  Cavy's  consolidated  statement  of 
financial  position? 

A  CU1.215.000 

B  CU1, 225,000 

C  CU1, 255,000 

D  CU1, 185,000 
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The  Whight  Company  acquired  an  80%  interest  in  The  Pouting  Company 
when  Pouting's  equity  comprised  share  capital  of  CU100,000  and  retained 
earnings  of  CU500, 000. 

Pouting's  current  statement  of  financial  position  shows  share  capital  of 
CU1 00,000,  a  revaluation  reserve  of  CU400,000  and  retained  earnings  of 
CU1, 400,000. 

Under  IAS27  Consolidated  and  separate  financial  statements,  what  figure  in 
respect  of  Pouting's  retained  earnings  should  be  included  in  the  consolidated 
statement  of  financial  position? 

A  CU720.000 

B  CU1, 440,000 

C  CU1, 040,000 

D  CU1, 520,000 


The  Elysium  Company  acquired  a  60%  interest  in  The  Pindus  Company  when 
Pindus's  equity  comprised  share  capital  of  CU100,000  and  retained  earnings 
ofCU150,000. 

Pindus's  current  statement  of  financial  position  shows  share  capital  of 
CU1 00,000,  a  revaluation  reserve  of  CU75,000  and  retained  earnings  of 
CU300,000. 

Under  IAS27  Consolidated  and  separate  financial  statements,  what  figure  in 
respect  of  the  non-controlling  interest  should  be  included  in  Elysium's 
consolidated  statement  of  financial  position? 

A  CU150.000 

B  CU160.000 

C  CU190.000 

D  CU90,000 


The  Marsupial  Company  holds  a  70%  interest  in  The  Hyaena  Company.  At 
the  current  year  end  Marsupial  holds  inventory  purchased  from  Hyaena  for 
CU270.000  at  cost  plus  20%. 

The  group's  consolidated  statement  of  financial  position  has  been  drafted 
without  any  adjustments  in  relation  to  this  holding  of  inventory. 

Under  IAS27  Consolidated  and  separate  financial  statements,  what 
adjustments  should  be  made  to  the  draft  consolidated  statement  of  financial 
position  figures  for  non-controlling  interest  and  retained  earnings? 

Non-controlling  interest  Retained  earnings 

A  No  change  Reduce  by  CU45.000 

B  No  change  Reduce  by  CU54.000 

C  Reduce  by  CU16.200  Reduce  by  CU37.800 

D  Reduce  by  CU1 3,500  Reduce  by  CU31, 500 
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The  Seedsnipe  Company  owns  65%  of  The  Gennis  Company.  On  the  last 
day  of  the  accounting  period  Gennis  sold  to  Seedsnipe  a  non-current  asset 
for  CU200,000.  The  asset  originally  cost  CU500,000  and  at  the  end  of  the 
reporting  period  its  carrying  amount  in  Gennis's  books  was  CU160,000. 

The  group's  consolidated  statement  of  financial  position  has  been  drafted 
without  any  adjustments  in  relation  to  this  non-current  asset. 

Under  IAS27  Consolidated  and  separate  financial  statements,  what 
adjustments  should  be  made  to  the  consolidated  statement  of  financial 
position  figures  for  non-current  assets  and  retained  earnings? 

Non-current  assets  Retained  earnings 

A  Increase  by  CU300, 000  Increase  by  CU195, 000 
B              Reduce  by  CU40,000  Reduce  by  CU26,000 

C  Reduce  by  CU40,000  Reduce  by  CU40,000 

D  Increase  by  CU300,000  Increase  by  CU300,000 


The  Larkspur  Company  owns  75%  of  The  Vitex  Company.  On  31  December 
20X7,  the  last  day  of  the  accounting  period,  Vitex  sold  to  Larkspur  a  non- 
current  asset  for  CU200,000.  The  asset's  original  cost  was  CU500,000  and 
on  31  December  20X7  its  carrying  amount  in  Vitex's  books  was  CU160,000. 

The  group's  consolidated  statement  of  financial  position  has  been  drafted 
without  any  adjustments  in  relation  to  this  non-current  asset. 

Under  IAS27  Consolidated  and  separate  financial  statements,  what 
adjustments  should  be  made  to  the  consolidated  statement  of  financial 
position  figures  for  retained  earnings  and  non-controlling  interest? 

Retained  earnings  Non-controlling  interest 

A  Increase  by  CU225.000  Increase  by  CU75.000 

B  Increase  by  CU300.000                      No  change 

C  Reduce  by  CU30, 000  Reduce  by  CU10, 000 

D  Reduce  by  CU40.000                         No  change 
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The  Virdi  Company  owns  65%  of  The  Mintaka  Company.  On  31  December 
20X7,  the  last  day  of  the  accounting  period,  Virdi  sold  to  Mintaka  a  non- 
current  asset  for  CU1 ,000.  The  asset's  original  cost  was  CU2,500  and  on  31 
December  20X7  its  carrying  amount  in  Virdi's  books  was  CU800. 

The  group's  consolidated  statement  of  financial  position  has  been  drafted 
without  any  adjustments  in  relation  to  this  non-current  asset. 

Under  IAS27  Consolidated  and  separate  financial  statements,  what 
adjustments  should  be  made  to  the  consolidated  statement  of  financial 
position  figures  for  non-current  assets  and  non-controlling  interest? 

Non-current  assets  Non-controlling  interest 

A  Increase  by  CU1, 500  Increase  by  CU525 

B  Reduce  by  CU200  No  change 

C  Reduce  by  CU200  Reduce  by  CU70 

D  Increase  by  CU1, 500  No  change 


10.        The  Rogers  Company  acquired  equipment  on  1  January  20X4  at  a  cost  of 
CU800,000,  depreciating  it  over  8  years  with  a  nil  residual  value. 

On  1  January  20X7  The  Mulberry  Company  acquired  100%  of  Rogers  and 
estimated  the  fair  value  of  the  equipment  at  CU460,000,  with  a  remaining  life 
of  5  years.  This  fair  value  was  not  incorporated  into  Rogers's  books  and  the 
depreciation  expense  continued  to  be  calculated  by  reference  to  original  cost. 

Under  IAS27  Consolidated  and  separate  financial  statements,  what 
adjustments  should  be  made  to  the  depreciation  expense  for  the  year  and  the 
statement  of  financial  position  carrying  amount  in  preparing  the  consolidated 
financial  statements  for  the  year  ended  31  December  20X8? 

Depreciation  expense  Carrying  amount 

A  Increase  by  CU8.000  Increase  by  CU24.000 

B  Increase  by  CU8.000  Decrease  by  CU24.000 

C  Decrease  by  CU8.000  Increase  by  CU24.000 

D  Decrease  by  CU8.000  Decrease  by  CU24.000 
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Chapter  32 

HYPERINFLATIONARY  ECONOMIES 


1  Business  Context 

Hyperinflationary  economies  are  those  with  very  high  rates  of  general  inflation  which  have 
such  a  depreciating  effect  on  the  country's  currency  that  it  loses  its  purchasing  power  at  a 
very  fast  rate. 

This  causes  particular  problems  for  businesses  operating  in  such  economies,  since  money 
loses  its  purchasing  power  at  such  a  high  rate  that  comparisons  are  at  best  unhelpful,  and 
potentially  misleading.  This  includes  the  comparison  of  results  between  accounting  periods 
and  for  similar  transactions  within  the  same  accounting  period. 

Thus,  where  an  entity  has  operations  in  a  hyperinflationary  economy,  it  is  likely  that,  without 
restatement,  the  reporting  of  operating  results  and  the  financial  position  in  the  local  currency 
will  become  distorted  overtime. 

There  are  two  types  of  price  changes: 

■  general  inflation:  being  an  average  increase  in  a  price  index  of  different  goods 
typically  purchased.  This  is  a  measure  of  the  general  purchasing  power  of  money; 
and 

■  specific  inflation:  this  is  a  measure  of  changes  in  prices  of  specific  types  of  goods.  For 
example,  the  price  of  land  and  property  may  be  rapidly  increasing  while  inventories 
may  be  experiencing  only  modest  increases. 


2  Chapter  Objectives 

This  chapter  covers  the  accounting  and  disclosure  requirements  for  entities  operating  in 
hyperinflationary  economies  in  accordance  with  IAS  29  Financial  reporting  in 
hyperinflationary  economies. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  scope  and  objectives  of  IAS  29; 

■  understand  and  demonstrate  knowledge  of  the  key  principles  concerning 
recognition  and  measurement  in  hyperinflationary  conditions;  and 

■  demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  29. 


3  Objectives,  Scope  and  Definitions  of  IAS  29 

The  objective  of  IAS  29  is  to  present  financial  information  of  an  entity  operating  in  a 
hyperinflationary  economy  without  distorting  the  entity's  actual  performance.  IAS  29  applies 
to  all  entities  whose  functional  currency  is  that  of  a  hyperinflationary  economy.  An  entity's 
functional  currency  is  defined  in  IAS  21  The  effect  of  changes  in  foreign  exchange  rates  as 
the  currency  of  the  primary  economic  environment  in  which  the  entity  operates.  [IAS  29.1, 
IAS  21 .8] 

IAS  29  adjusts  financial  statements  using  a  general  price  index  to  provide  users  of  the 
financial  statements  with  more  meaningful  information  and  to  allow  useful  comparisons  to  be 
made. 
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IAS  29  does  not  identify  an  absolute  rate  at  which  hyperinflation  is  deemed  to  arise.  Instead 
it  lists  indicators  that  suggest  that  hyperinflation  is  present.  It  is  a  matter  of  judgement  when 
restatement  under  IAS  29  becomes  necessary. 

There  is  no  universally  accepted  definition  of  hyperinflation.  The  only  quantitative  guidance 
given  in  IAS  29  is  that  a  cumulative  inflation  rate  over  three  years  approaching,  or  exceeding, 
100%  is  indicative  of  hyperinflation. 

Other  indications  of  hyperinflation  include  the  tendency  for  people  to  keep  their  wealth  in 
non-monetary  assets  (such  as  property)  and  monetary  amounts  being  expressed  in  a  stable 
currency,  such  as  the  US  dollar,  rather  than  in  terms  of  the  local  currency. 

IAS  29  interacts  with  IAS  21  in  accounting  for  foreign  currencies.  IAS  29  applies 
independently  of  IAS  21  where  entities  operate  in  hyperinflationary  economies  but  have  no 
overseas  transactions  or  operations. 


4  The  Restatement  of  Financial  Statements 

4.1  Introduction 

IAS  29  requires  the  primary  financial  statements  of  an  entity  that  reports  in  the  currency  of  a 
hyperinflationary  economy  to  be  expressed  in  terms  of  the  measuring  unit  at  the  end  of  the 
reporting  period.  This  requires  all  values  initially  measured  at  an  earlier  date  to  be  restated  by 
reference  to  the  change  in  the  general  price  index  between  the  date  of  initial  measurement 
and  the  end  of  the  reporting  period.  The  same  requirement  applies  whether  the  financial 
statements  have  been  prepared  using  the  historical  cost  basis  (i.e.  transactions  or  events  are 
recorded  at  the  amount  which  was  relevant  on  the  day  that  they  took  place  or  occurred,  for 
example  actual  purchase  price)  or  using  a  current  cost  approach  (which  takes  account  of 
changes  in  asset  values).  [IAS  29.8] 

The  restatement  using  the  current  measuring  unit  required  by  IAS  29  applies  to  both  the 
current  year  and  to  comparative  information  presented.  [IAS  29.8] 

4.2  Restatement  of  historical  cost  financial  statements 

4.2.1  The  statement  of  financial  position 

To  make  the  necessary  adjustments  to  the  statement  of  financial  position  it  is  important 
to  distinguish  between: 

■  non-monetary  items,  such  as  plant,  property,  inventories,  investments,  goodwill 
and  intangible  assets.  Such  items  are  not  fixed  in  monetary  terms;  and 

■  monetary  items,  such  as  cash,  receivables,  payables  and  loans  which  are  fixed  in 
monetary  terms. 

Non-monetary  items  are  adjusted  using  a  general  price  index,  because  they  are  stated 
at  amounts  that  were  current  at  the  date  of  their  acquisition  and  not  the  date  to  which 
the  statement  of  financial  position  is  prepared.  Monetary  items  are  not  adjusted,  as 
they  are  already  carried  at  amounts  that  are  current  at  the  end  of  the  reporting  period. 

4.2.2  The  statement  of  comprehensive  income 

All  items  recognised  in  profit  or  loss  or  other  comprehensive  income  should  be 
expressed  in  terms  of  the  measuring  unit  current  at  the  end  of  the  reporting  period. 
This  requires  all  amounts  to  be  restated  by  applying  the  change  in  the  general  price 
index  from  the  dates  when  the  items  of  income  and  expenditure  were  initially  recorded 
to  the  date  to  which  the  statement  of  financial  position  is  prepared. 
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4.2.3  Gain  or  loss  on  net  monetary  position 

If  an  entity  holds  CU1 ,000  in  cash  for  a  year  while  the  price  index  doubles,  then  the 
real  value  of  that  cash  will  fall  by  CU500  (i.e.  half  its  amount),  which  represents  the 
loss  on  the  monetary  position.  The  same  applies  to  other  monetary  assets  such  as 
receivables. 

Conversely,  if  an  entity  owes  CU5,000  at  the  beginning  of  a  year  and  the  price  index 
doubles  over  the  year,  the  real  value  of  that  loan  will  fall  by  CU2,500  (i.e.  half  its 
value).  In  this  scenario  the  entity  has  made  a  monetary  gain  of  CU2,500. 

By  adding  all  monetary  assets  and  liabilities  together,  a  gain  or  loss  on  the  net 
monetary  position  can  be  calculated  and  should  be  included  in  the  profit  or  loss  for  the 
period.  [IAS  29.9] 

The  gain  or  loss  may  be  estimated  by  applying  the  change  in  a  general  price  index  for 
the  period  to  the  weighted  average  of  the  difference  between  monetary  assets  and 
monetary  liabilities. 


Illustration  1 

An  entity  in  a  hyperinflationary  economy  commenced  business  on  1  Jam 
required  to  restate  its  financial  statements  in  accordance  with  IAS  29.  All 
assets  were  acquired  on  the  first  day  of  trading.  There  is  no  depreciation 
are  purchased  on  a  just-in-time  basis. 

lary 
non 
and 

2007.  It  is 
-monetary 
inventories 

At  1  January  2007,  net  monetary 
evenly  over  the  year. 

assets  were  CU2,000. 

Assume  profits  generate  cash 

The  relevant  indices  are: 

1  January  2007 

100 

30  June  2007 

110 

31  December  2007 

120 

The  following  table  sets  out  the  amounts  recorded  in  the  unadjusted  statement  of 
financial  position  and  the  adjustments  required  under  IAS  29. 

Balances  at 
31  December  2007 

Unadjusted 

statement  of 

financial  position 

CU 

Adjustment 

Inflation 

adjusted 

balances 

CU 

Non-monetary  assets 
Net  monetary  assets 

10,000 

5,000 

15,000 

120/100 

12,000 

5,000 

17,000 

Opening  equity 
Profit  for  the  year 

12,000 

3,000 

15,000 

120/100 
120/110 

14,400 
3,273 

Loss  on  monetary  assets: 

CU2,000  held  all  year 
CU3,000  generated  during  year 

(120-100)/100 
(120-110)7110 

(400) 

(273) 

17,000 
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4.3  Restatement  of  current  cost  financial  statements 

4.3.1  The  statement  of  financial  position 

Assets  and  liabilities  recorded  on  a  current  cost  basis  in  the  statement  of  financial  position 
already  reflect  the  value  of  current  prices  and  therefore  no  adjustment  is  necessary  to  restate 
the  statement  of  financial  position  at  the  year-end. 

4.3.2  The  statement  of  comprehensive  income 

Transactions  recorded  in  a  current  cost  statement  of  comprehensive  income  reflect  the  cost 
of  the  transaction  at  the  transaction  date.  Expenses  such  as  depreciation  will  be  charged  at 
the  current  value  at  the  time  of  consumption.  It  is  therefore  necessary  to  adjust  all  figures  in 
the  statement  of  comprehensive  income  by  the  general  price  index,  in  a  similar  way  to  that 
described  above  under  the  historical  cost  basis. 

4.3.3.  Gain  or  loss  on  net  monetary  position 

The  same  principles  apply  for  calculating  the  gain  or  loss  on  the  net  monetary  position  as  that 
explained  above  in  relation  to  historical  cost  accounting. 

4.4  Statement  of  cash  flows 

All  items  in  the  statement  of  cash  flows  should  be  restated  to  take  account  of  changes  in  the 
general  price  index. 

4.5  Initial  application  of  IAS  29 

IFRIC  7  was  published  in  November  2005  to  provide  guidance  to  entities  when  they  are 
required  to  restate  their  financial  statements  in  a  period  because  of  the  existence  of 
hyperinflation  in  the  economy  of  the  entity's  functional  currency  and  hyperinflation  did  not 
exist  in  the  previous  period.  IFRIC  7  sets  out  that  the  financial  statements  should  be  restated 
as  if  the  effects  of  hyperinflation  had  always  existed. 

Non-monetary  items  that  are  measured  at  historical  cost  at  the  start  of  the  earliest  period 
presented  are  restated  to  reflect  the  hyperinflationary  effects  from  the  date  that  the  asset  was 
acquired  or  the  liabilities  were  incurred  until  the  end  of  the  reporting  period.  Non-monetary 
items  that  are  measured  at  a  revalued  amount  should  be  restated  for  the  hyperinflationary 
effects  from  the  date  of  the  revaluation  to  the  end  of  the  reporting  period. 

IFRIC  also  confirmed  that  deferred  tax  recognised  in  the  opening  statement  of  financial 
position  should  be  restated  by  adjusting  for  the  effects  of  inflation  from  the  date  of  acquisition 
of  the  non-monetary  item  to  the  end  of  the  earliest  period  reported.  IAS  12  Income  taxes 
should  then  be  applied  to  the  restated  amounts  in  the  opening  statement  of  financial  position, 
and  these  amounts  should  then  be  restated  for  the  effects  of  inflation  between  the  end  of  the 
earliest  and  latest  reporting  periods  presented. 


5  Economies  Ceasing  to  be  Hyperinflationary 

Where  an  entity  operates  in  an  economy  that  ceases  to  be  hyperinflationary,  it  is  no  longer 
required  to  apply  IAS  29.  The  restated  amounts  that  are  recorded  in  the  last  reported  financial 
statements  should  be  used  as  the  carrying  amounts  going  forward.  There  should  be  no 
adjustment  to  restate  amounts  back  to  their  original  value  under  the  appropriate  accounting 
basis.  [IAS  29.38] 
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6  Disclosures 

An  entity  should  explain  that  the  financial  statements  and  the  comparative  information  have 
been  adjusted  to  take  account  of  general  inflationary  increases  by  applying  the  measuring 
unit  current  at  the  end  of  the  reporting  period.  It  should  also  disclose  the  basis  of  preparation 
of  its  financial  statements,  for  example  the  historical  cost  method.  [IAS  29.39] 

Information  on  changes  in  the  price  index  should  be  disclosed;  this  should  include  the  rate  at 
the  end  of  the  reporting  period  and  the  movement  in  the  index  in  the  current  and  previous 
period.  [IAS  29.39] 


7  Chapter  Review 

This  chapter  has  been  concerned  with  financial  reporting  in  hyperinflationary  economies. 
This  chapter  has  covered: 

■  the  objectives  and  scope  of  IAS  29; 

■  the  key  principles  concerning  recognition  and  measurement  in 
hyperinflationary  conditions;  and 

■  the  principal  disclosure  requirements  of  IAS  29. 
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8  Self  Test  Questions 
Chapter  32 

1 .  According  to  IAS29  Financial  reporting  in  hyperinflationary  economies,  which 

TWO  of  the  following  would  indicate  that  hyperinflation  exists? 

A  Non-monetary  items  increase  in  value,  but  monetary  items  do  not 

B  The  cumulative  inflation  rate  over  three  years  is  approaching,  or 

exceeds,  100% 
C  Inflation  rates  have  exceeded  interest  rates  in  three  successive  years 

D  The  general  population  prefers  to  keep  its  wealth  in  non-monetary 

assets 


According  to  IAS29  Financial  reporting  in  hyperinflationary  economies,  which 
ONE  of  the  following  would  indicate  that  hyperinflation  exists? 

A  Sales  on  credit  are  at  lower  prices  than  cash  sales 

B  Inflation  is  approaching,  or  exceeds,  20%  per  year 

C  Monetary  items  do  not  increase  in  value 

D  People  prefer  to  keep  their  wealth  in  non-monetary  assets  or  a  stable 

foreign  currency 


An  entity  is  reporting  according  to  IAS29  Financial  reporting  in 
hyperinflationary  economies.  Its  monetary  assets  exceed  its  monetary 
liabilities. 

Are  the  following  statements  true  or  false? 

(1)  There  will  be  a  loss  on  the  net  monetary  position. 

(2)  Any  gain  or  loss  in  the  net  monetary  position  of  the  company  is 
recognised  in  other  comprehensive  income. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


According  to  IAS29  Financial  reporting  in  hyperinflationary  economies,  which 
TWO  of  the  following  are  monetary  items? 

A  Trade  payables 

B  Inventories 

C  Administration  costs  paid  in  cash 

D  Loan  repayable  at  par  value 
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Chapter  33 

BUSINESS  COMBINATIONS 


1  Business  Context 

Entities  may  increase  their  market  share,  diversify  their  business  or  improve  vertical 
integration  of  their  activities  in  a  number  of  ways,  including  by  organic  growth  or  through 
acquisitions.  The  acquisition  of  a  competitor  may  offer  rapid  expansion  or  access  to  new 
markets  and  is  often  seen  as  more  attractive  than  expansion  through  organic  growth. 

The  takeover  of  Airtouch  and  Mannesman  by  Vodafone  led  to  it  becoming  Europe's  most 
valuable  company  (immediately  after  the  acquisitions)  and  one  of  the  world's  top  ten. 

To  ensure  that  users  of  financial  statements  are  able  to  distinguish  between  organic  growth 
and  growth  through  acquisition,  the  separation  of  results  is  essential  and  comprehensive 
disclosures  with  explanation  should  be  presented. 


2  Chapter  Objectives 

This  chapter  deals  with  the  treatment  by  an  investing  entity  ('acquirer')  when  it  acquires  a 
substantial  shareholding  in  another  entity  ('acquiree').  The  transaction  which  brings  these  two 
parties  together  is  known  as  a  'business  combination'  and  creates  a  'group'  of  entities. 

The  routine  processes  by  which  a  group  of  entities  annually  presents  financial  information 
about  its  activities,  as  those  of  a  single  economic  entity,  are  not  discussed  in  this  chapter, 
because  they  are  governed  by  IAS  27  Consolidated  and  separate  financial  statements. 

Situations  where  the  investor  gains  joint  control  or  significant  influence  are  covered  by  IAS  31 
Interests  in  joint  ventures  and  IAS  28  Investments  in  associates  respectively. 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  objectives  and  scope  of  IFRS  3  Business  combinations; 

■  interpret  the  important  terminology  and  definitions  which  relate  to  the  treatment  of 
business  combinations  in  financial  statements; 

■  identify  the  key  principles  relating  to  the  recognition  and  measurement  of  business 
combinations;  and 

■  demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IFRS  3. 


3  Objectives,  Scope  and  Definitions  of  IFRS  3 

The  objective  of  IFRS  3  is  to  set  out  the  accounting  and  disclosure  requirements  for  a 
business  combination,  to  improve  the  relevance,  reliability  and  comparability  of  information 
presented  in  the  financial  statements.  A  business  combination  is  simply  "a  transaction  or 
other  event  in  which  an  acquirer  obtains  control  of  one  or  more  businesses".  Control  of  an 
entity  is  where  one  party  (or  a  number  of  parties)  has  the  power  over  another  to  "govern  its 
financial  and  operating  policies  so  as  to  obtain  the  benefits  from  its  activities  " 
[IFRS  3  Appendix  A] 

In  a  straightforward  business  combination  one  entity  will  acquire  another,  resulting  in  a 
parent-subsidiary  relationship. 
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In  terms  of  scope,  IFRS  3  should  be  applied  to  all  business  combinations,  except  in  the 
following  circumstances: 

■  where  two  or  more  quite  separate  businesses  are  brought  together  to  operate  as  one 
entity  in  the  form  of  a  joint  venture; 

■  where  a  number  of  entities  that  are  under  common  control,  (i.e.  they  are  ultimately 
controlled  by  the  same  party)  are  reorganised  as  part  of  a  business  combination.  A 
typical  example  is  where  subsidiaries  within  a  group  are  moved  around  the  group  so 
that  their  immediate  parent  entity  changes  although  the  overall  parent  entity  of  the 
group  remains  the  same;  and 

■  where  an  asset  or  a  group  of  assets  have  been  acquired  and  they  do  not  constitute  a 
business.  In  such  circumstances,  the  acquirer  should  recognise  the  individual  assets 
and  any  related  liabilities  in  its  own  financial  statements. 

IFRS  3  was  originally  published  in  2004  as  the  outcome  of  the  lASB's  first  phase  of  its 
business  combinations  project.  It  set  out  that  all  business  combinations  should  be  recognised 
using  the  purchase  method  of  accounting.  The  second  phase  of  the  project  was  undertaken 
with  the  US  standard  setter,  the  Financial  Accounting  Standards  Board  (FASB),  and 
addressed  the  application  of  the  purchase  method  of  accounting.  The  second  edition  of 
IFRS  3  was  published  in  January  2008,  and  the  rest  of  this  chapter  is  based  on  this  revised 
version.  The  revised  version  of  IFRS  3  replaces  the  term  'purchase  method'  with  'acquisition 
method',  which  is  used  in  the  rest  of  this  chapter. 

The  revised  version  of  IFRS  3  should  be  applied  prospectively  for  business  combinations  that 
have  an  acquisition  date  on  or  after  the  beginning  of  the  first  annual  reporting  period 
beginning  on  or  after  1  July  2009.  However,  an  entity  is  permitted  to  adopt  the  standard  in  an 
annual  reporting  period  that  begins  on  or  after  30  June  2007.  If  an  entity  adopts  IFRS  3  early, 
then  the  revised  version  of  IAS  27  should  also  be  adopted. 

3.1  Identifying  a  business  combination 

An  entity  should  assess  whether  a  particular  transaction  is  a  business  combination  by 
applying  the  definition  of  a  business  combination,  i.e.  has  the  entity  gained  control  of  one  or 
more  businesses?  [IFRS  3.3] 

A  business  is  defined  as  being  'an  integrated  set  of  activities  and  assets  that  is  capable  of 
being  conducted  and  managed  for  the  purpose  of  providing  a  return  in  the  form  of  dividends, 
lower  costs  or  other  economic  benefits  directly  to  investors  or  other  owners,  members  or 
participants'.  [IFRS  3  Appendix  A] 

A  business  combination  may  be  structured  in  a  number  of  different  ways,  and  therefore  the 
facts  of  each  transaction  should  be  assessed  carefully.  Application  guidance  accompanying 
IFRS  3  provides  a  list  of  examples  of  business  combinations,  including: 

■  one  or  more  businesses  become  subsidiaries  of  an  acquirer; 

■  one  entity  transfers  its  net  asset  to  another  entity; 

■  all  entities  that  are  party  to  the  business  combination  transfer  their  net  assets  to  a 
newly  formed  entity;  or 

■  a  group  of  former  owners  of  one  of  the  combining  entities  obtains  control  of  the 
combined  entity. 
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3.2  Acquisition  method  of  accounting 

All  business  combinations  should  be  accounted  for  by  the  acquisition  method,  whereby: 
[IFRS  3.4] 

■  one  party  to  the  transaction  is  identified  as  the  acquirer,  with  the  other  being  the 
acquiree.  It  is  assumed  that  it  will  always  be  possible  to  identify  an  acquirer; 

■  the  acquisition  date  is  determined; 

■  the  identifiable  assets  acquired,  the  liabilities  assumed  and  the  non-controlling 
(minority)  interest  are  recognised  and  measured;  and 

■  the  resulting  goodwill  or  gain  from  a  bargain  purchase  is  recognised  and  measured. 

The  application  of  the  acquisition  method  does  not  result  in  changes  to  the  recognition  or 
measurement  of  the  acquirer's  own  assets  and  liabilities,  because  these  items  are  not  part  of 
the  acquisition  transaction. 


4  Identifying  the  Acquirer 

The  first  step  in  applying  the  acquisition  method  to  a  business  combination  is  to  identify  the 
acquirer.  The  acquirer  is  the  party  to  the  transaction  that  gains  control  over  the  other  party. 
[IFRS  3.6] 

A  combining  entity  is  assumed  to  have  control  of  another  when  it  acquires  more  than  half  of 
the  other  entity's  voting  rights.  It  is  not,  however,  an  essential  attribute  of  control  that  over  half 
of  the  voting  rights  are  owned,  and  there  are  other  circumstances  in  which  control  exists,  for 
example  where  the  entity  has  the  ability  to  appoint  or  remove  the  majority  of  the  members  of 
the  board  of  the  acquiree.  The  'control'  concept  is  discussed  in  more  detail  in  IAS  27. 

In  most  business  combinations  the  identification  of  the  acquirer  is  clear.  However,  where  this 
is  not  the  case,  IFRS  3  sets  out  a  number  of  indicators  that  may  help  with  the  identification. 
These  are: 

■  the  combining  entity  whose  owners  as  a  group  receive  the  largest  proportion  of  the 
voting  rights  in  the  combined  entity  is  likely  to  be  the  acquirer; 

■  where  there  is  a  large  minority  interest  in  the  combined  entity  and  no  other  owner  has 
a  significant  voting  interest,  the  holder  of  the  large  minority  interest  is  likely  to  be  the 
acquirer; 

■  where  one  of  the  entities  has  the  ability  to  select  the  management  team,  or  the 
majority  of  the  members  of  the  governing  body,  of  the  combined  entity,  that  party  is 
likely  to  be  the  acquirer;  or 

■  where  a  premium  has  been  paid  over  the  fair  value  of  one  or  more  of  the  combining 
entities  prior  to  the  combination,  the  acquirer  is  likely  to  be  the  entity  that  has  paid  the 
premium. 
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5  Determining  the  Acquisition  Date 

It  is  the  acquirer's  responsibility  to  identify  the  acquisition  date.  The  acquisition  date  is 
defined  as  being  'the  date  on  which  the  acquirer  obtains  control  of  the  acquiree'. 
[IFRS  3.8,  Appendix  A] 

The  acquisition  date  is  normally  the  date  on  which  the  acquirer  legally  transfers  the 
consideration  for  the  business.  However,  it  is  possible  for  control  to  pass  to  the  acquirer 
before  or  after  this  date.  Where  several  dates  are  key  to  the  business  combination,  it  is  the 
date  on  which  control  passes  that  determines  the  date  on  which  the  acquisition  occurs. 


Illustration  1 

LMN's  acquisition  of  GHI  for  cash  proceeded  as  follows: 

23  January         Approach  made  to  the  management  of  GHI  seeking  endorsement  of  the 
acquisition 

20  March  Public  offer  made  for  1 00%  of  the  equity  shares  of  GHI ,  conditional  on 

regulatory  approval,  shareholder  approval  and  receiving  acceptances 
representing  60%  of  GHI's  shares 

14  June  Regulatory  approval  received 

1  July  Shareholder  approval  received 

30  July  Acceptances  received  to  date  represent  50%  of  GHI's  shares 

15  August  Acceptances  received  to  date  represent  95%  of  GHI's  shares 

25  August  Cash  paid  out  to  GHI's  accepting  shareholders 

13  November     Cash  paid  out  to  the  remaining  shareholders  under  a  compulsory  share 
acquisition  scheme 

The  acquisition  date,  being  the  date  on  which  LMN  obtains  control  over  GHI,  is  30  July. 


6  Consideration  Transferred  in  a  Business  Combination 
6.1  General  principle 

The  consideration  transferred  in  a  business  combination  is  the  total  of  the  fair  values  at  the 
acquisition  date  of  the  consideration  given  by  the  acquirer. 

The  consideration  transferred  may  take  a  number  of  forms,  such  as: 

■  cash  or  other  assets  given  up; 

■  liabilities  assumed,  such  as  taking  on  the  liability  for  a  bank  loan  of  the  acquiree.  But 
future  losses  or  other  costs  expected  to  be  incurred  in  the  future  do  not  form  part  of 
the  consideration;  or 

■  the  issue  of  equity  instruments,  such  as  ordinary  shares. 

Fair  value  is  the  amount  which  an  entity  will  pay  for,  say,  an  asset  when  it  is  exchanged 
between  unrelated  and  willing  parties  (i.e.  not  in  a  forced  sale). 
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Any  costs  incurred  by  the  acquirer  to  achieve  the  business  combination  should  not  form  part 
of  the  consideration  transferred;  instead  such  expenses,  for  example  legal  and  professional 
fees,  should  be  recognised  in  profit  or  loss  in  the  period  in  which  they  are  incurred.  The 
exception  to  this  general  requirement  is  that  where  costs  have  been  incurred  in  issuing  debt 
or  equity,  such  costs  should  instead  be  recognised  in  accordance  with  IAS  32  Financial 
instruments:  Presentation  and  IAS  39  Financial  instruments:  Recognition  and  measurement. 
This  usually  results  in  these  costs  being  deducted  from  the  carrying  amount  of  the  equity  or 
liability. 


Illustration  2 

An  entity  acquires  the  entire  share  capital  of  another  entity  by  issuing  1 00,000  new  CU1 
ordinary  shares  at  a  fair  value  at  the  acquisition  date  of  CU2.50.  The  professional  fees 
associated  with  the  acquisition  are  CU20,000  and  the  issue  costs  of  the  shares  are 
CU10,000. 

The  consideration  transferred  in  the  business  combination  is  CU250,000,  calculated  as  the 
fair  value  of  the  new  shares  issued  (CU2.5  x  1 00,000).  The  professional  fees  (CU20,000) 
should  be  recognised  in  profit  or  loss  and  the  issue  costs  deducted  from  the  share  premium 
recorded  on  issue  of  the  shares. 


6.2  Specific  issues 

The  consideration  transferred  should  include  any  contingent  consideration  payable,  e.g. 
additional  cash  or  equity  shares  to  be  transferred  by  the  acquirer  if  specified  future  events  or 
conditions  are  met.  A  common  example  is  the  transfer  of  additional  consideration  if  agreed 
profit  targets  are  met  by  the  acquiree  in  the  post-acquisition  period.  Contingent  consideration 
should  be  measured  at  its  fair  value  at  the  acquisition  date  and  recognised  by  the  acquirer  as 
either  a  liability  or  as  equity  according  to  its  nature. 

The  consideration  transferred  should  only  include  the  consideration  transferred  by  the 
acquirer  for  the  business  exchanged  in  the  business  combination.  Where,  for  example,  there 
is  already  a  trading  relationship  between  the  acquirer  and  acquiree,  any  consideration  that  is 
paid  in  relation  to  this  existing  trading  relationship,  for  example  a  supply  contract,  should  not 
form  part  of  the  business  combination.  Disclosure  should  be  made  of  any  such  amounts  paid. 
[IFRS3.51] 


Illustration  3 

The  terms  of  an  acquisition  include  the  following: 

1  If  the  acquiree's  profits  for  the  first  full  year  following  acquisition  exceed  CU2  million, 
the  acquirer  will  pay  additional  consideration  of  CU6  million  in  cash  three  months 
after  that  year  end.  It  is  doubtful  whether  the  acquiree  will  achieve  this  profit,  hence 
the  acquisition-date  fair  value  of  this  contingent  consideration  is  CU1 00,000. 

2  A  contract  exists  whereby  the  acquirer  will  buy  certain  components  from  the  acquiree 
over  the  next  five  years.  The  contract  was  signed  when  market  prices  for  these 
components  were  markedly  higher  than  they  are  at  the  acquisition  date.  At  the 
acquisition  date  the  fair  value  of  the  amount  by  which  the  contract  prices  are 
expected  to  exceed  market  prices  over  the  next  five  years  is  CU1 .5  million. 

These  should  be  dealt  with  as  follows  at  the  acquisition  date: 

1  The  consideration  transferred  should  be  increased  by  the  fair  value  of  the  contingent 

consideration  of  CU1 00,000,  this  amount  should  be  recognised  as  a  liability. 
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The  acquirer  now  controls  the  acquiree  and  can  therefore  cancel  this  contract;  it  is 
not  part  of  the  business  combination.  CU1.5  million  of  the  consideration  should  be 
recognised  as  an  expense  (i.e.  cancelling  the  contract)  in  profit  or  loss,  rather  than 
treated  as  transferred  in  the  business  combination. 


6.3  A  business  combination  achieved  in  stages 

A  business  combination  may  be  achieved  in  stages,  such  as  where  a  30%  equity  interest  in 
an  acquiree  was  held  and  the  acquirer  subsequently  purchases  another  25%  equity  interest 
to  gain  control.  In  these  circumstances  the  whole  of  the  consideration  transferred  should  still 
be  measured  at  its  fair  value  at  the  acquisition  date,  so  the  previously  recognised  equity 
interest  in  the  acquiree  should  be  remeasured  to  fair  value  at  that  date.  Any  resulting  gain  or 
loss  should  be  recognised  directly  in  profit  or  loss.  Specific  disclosures  are  required  where  a 
business  combination  has  been  achieved  in  stages. 

6.4  Subsequent  accounting  for  contingent  consideration 

The  treatment  of  subsequent  changes  to  the  amount  recognised  at  the  acquisition  date  for 
contingent  consideration  depends  on  the  reason  for  the  change. 

If  the  change  results  from  additional  information  about  conditions  at  the  acquisition  date  and  it 
arises  within  the  measurement  period  (i.e.  within  12  months  of  the  acquisition  date  -  see 
below),  the  change  should  be  related  back  to  the  acquisition  date,  with  a  possible  effect  on 
the  goodwill  acquired. 

If  the  change  results  from  events  after  the  acquisition  date,  such  as  when  it  becomes  clear 
that  the  acquiree  has  met  an  earnings  target  and  additional  consideration  is  to  be  transferred, 
then: 

■  where  the  contingent  consideration  is  classified  as  equity,  this  amount  should  not  be 
remeasured  and  instead  the  final  settlement  of  the  consideration  should  be 
recognised  as  part  of  equity; 

■  where  the  contingent  consideration  is  classified  as  a  liability  and  is  recognised  as  a 
financial  instrument  in  accordance  with  IAS  39,  it  should  be  measured  at  fair  value 
with  any  gain  or  loss  being  recognised  in  profit  or  loss  or  in  other  comprehensive 
income  in  accordance  with  IAS  39;  or 

■  where  the  contingent  consideration  is  classified  as  a  liability  but  is  not  within  the 
scope  of  IAS  39,  it  should  be  accounted  for  in  accordance  with  IAS  37  Provisions, 
contingent  liabilities  and  contingent  assets  or  another  more  appropriate  standard. 


Illustration  4 

Using  the  facts  from  Illustration  3  and  assuming  the  acquiree  achieves  its  earnings  target. 

Additional  consideration  should  be  recognised,  measured  at  CU5.9  million  (CU6  million 
payable  -  CU1 00,000  recognised  at  the  acquisition  date).  The  additional  consideration 
relates  to  events  after  the  acquisition  date,  so  should  be  recognised  as  an  expense  in  profit 
or  loss. 
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7  Recognition  and  Measurement  of  the  Identifiable  Net  Assets 
Acquired 

7.1  Overview 

IFRS  3  requires  the  acquirer  to  recognise  at  the  acquisition  date  the  identifiable  assets 
acquired,  the  liabilities  assumed  and  any  non-controlling  interest  in  the  acquiree.  [IFRS  3.10] 

The  definition  of  an  identifiable  asset  is  the  same  as  that  used  in  IAS  38  Intangible  assets,  i.e. 
that  the  asset  is  either  separable  (it  could  be  sold  or  otherwise  disposed  of  by  the  owner)  or 
arises  from  contractual  or  legal  rights  (even  though  those  rights  are  not  separable). 

7.2  Classifying  and  measuring  the  identifiable  net  assets  acquired 

The  identifiable  net  assets  acquired  in  a  business  combination  should  be  classified  or 
designated  according  to  their  nature  at  the  date  of  acquisition,  to  ensure  that  other 
international  standards  can  be  applied  subsequent  to  the  acquisition.  Two  exceptions  to  this 
basic  principle  exist,  in  relation  to  lease  contracts,  classified  as  operating  or  finance  in 
accordance  with  IAS  17  Leases,  and  an  insurance  contract  classified  in  accordance  with 
IFRS  4  Insurance  contracts.  For  these  two  exceptions,  it  is  the  date  of  the  inception  of  the 
contract  (which  will  be  prior  to  the  acquisition  date)  that  is  used  for  classification  purposes. 
[IFRS  3.15] 

The  acquirer  shall,  at  the  acquisition  date,  measure  the  acquiree's  identifiable  assets  and 
liabilities  at  their  fair  value.  In  addition  to  the  identifiable  net  assets  acquired,  the  acquirer 
should  recognise  any  non-controlling  interest  in  the  acquiree  at  either  fair  value  or  at  the  non- 
controlling  interest's  proportionate  share  of  the  acquiree's  identifiable  net  assets.  This  choice 
is  available  separately  for  each  acquisition.  [IFRS  3.18] 


Illustration  5 

ABC  acquired  750,000  of  the  1  million  equity  shares  of  LMN  at  a  price  of  CU5  each  at  the 
time  when  the  total  fair  value  of  LMN's  assets  less  liabilities  was  CU4  million.  ABC  estimated 
that  the  price  paid  included  a  premium  of  CU0.50  per  share  in  order  to  gain  control  over  LMN. 

The  fairvalue  of  the  non-controlling  interest  is  measured  at  CU1,125,000  (250,000  shares  * 
(CU5.00  -  0.50). 

The  non-controlling  interest's  proportionate  share  of  the  acquiree's  identifiable  net  assets  is 
measured  at  CU1  million  (CU4  million  x  25%). 

ABC  may  measure  the  non-controlling  interest  at  either  of  these  two  amounts. 


A  number  of  exceptions  to  the  recognition  and/or  measurement  criteria  in  IFRS  3  apply  in 
relation  to: 

■  contingent  liabilities  -  these  should  be  recognised  if  there  is  a  present  obligation  as 
a  result  of  a  past  event  and  the  amount  can  be  measured  reliably  in  accordance  with 
IAS  37.  For  a  contingent  liability  to  be  recognised  as  part  of  a  business  combination, 
it  is  not  a  requirement  for  an  outflow  of  resources  (i.e.  cash  or  other  assets)  required 
to  settle  the  obligation  to  be  probable; 

■  income  taxes  -  any  deferred  tax  asset  or  liability  arising  from  the  recognition  of  the 
identifiable  net  assets  should  be  recognised  in  accordance  with  IAS  12  Income  taxes, 
not  at  fairvalue; 

■  employee  benefits  -  any  asset  or  liability  related  to  the  acquiree's  employee  benefit 
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arrangements  should  be  recognised  in  accordance  with  IAS  19  Employee  benefits, 
not  at  fair  value; 

■  indemnification  assets  -  where  the  seller  in  a  business  combination  agrees  to 
indemnify  the  acquirer  for  the  uncertain  outcome  of  an  event  or  item,  the 
indemnification  asset  should  be  recognised  at  the  same  time  as  the  recognition  of  the 
indemnified  item.  This  will  usually  be  measured  at  fair  value  at  the  acquisition  date; 

■  reacquired  rights  -  an  example  of  a  reacquired  right  is  where  an  acquirer  had 
previously  given  the  acquiree  the  right  to  use  the  acquirer's  trade  name.  As  a  result 
of  the  business  combination  the  acquirer  reacquires  this  right  that  it  had  previously 
given  up.  The  reacquired  right  should  be  recognised  at  the  date  of  acquisition  on  the 
basis  of  the  remaining  contractual  term  of  the  related  contract,  even  if  the  normal  fair 
value  rule  would  require  the  likelihood  of  the  rights  being  renewed  for  another  term  to 
be  considered; 

■  share-based  payment  awards  -  where  the  acquirer  has  replaced  share-based 
payment  awards  in  the  acquiree  with  those  in  the  acquirer,  these  should  be  measured 
in  accordance  with  IFRS  2  Share-based  payment,  not  at  fair  value;  and 

■  assets  held  for  sale  -  where  the  acquired  entity  holds  a  non-current  asset,  or 
disposal  group,  that  is  classified  as  held  for  sale  at  the  acquisition  date  in  accordance 
with  IFRS  5  Non-current  assets  held  for  sale  and  discontinued  operations,  the 
acquirer  should  measure  it  at  fair  value  less  costs  to  sell  at  the  date  of  acquisition,  not 
at  fair  value. 

Application  of  the  acquisition  method  may  result  in  new  assets  and  liabilities  being  identified 
and  recognised  that  did  not  previously  form  part  of  the  acquiree's  net  assets,  for  example 
brands,  licences  and  trademarks. 


Illustration  6 

At  the  acquisition  date  an  acquirer  has  established  fair  values  for  items  recognised  as  an 
expense  in  profit  or  loss  by  the  acquiree  and  is  trying  to  decide  whether  they  can  be 
classified  as  identifiable  assets. 

1  In-process  development  of  new  compounds  for  food  flavouring  -  CU500,000 

2  Patents  developed  internally  -  CU2.5  million 

3  Selling  efforts  leading  to  an  order  backlog  -  CU3  million 
4.  Franchise  agreements  developed  internally  -  CU700,000. 

All  of  the  above  items  could  be  sold  to  another  buyer  and  are  therefore  separable,  hence 
they  should  all  be  recognised  as  identifiable  intangible  assets. 


7.3  Initial  recognition  and  subsequent  adjustments 

Every  effort  should  be  made  by  an  acquirer  to  complete  its  assessment  of  the  identifiable 
assets  and  liabilities  acquired  by  the  end  of  the  reporting  period  in  which  the  combination 
takes  place.  However,  it  is  sometimes  not  practicable  for  the  assessment  to  be  finalised  in 
this  time  scale,  especially  when  the  valuation  of  non-current  assets  including  intangibles  is 
required,  or  the  transaction  occurred  near  the  end  of  the  acquirer's  reporting  period. 

In  such  circumstances,  the  acquirer  is  required  to  make  a  provisional  assessment  at  the  end 
of  the  first  reporting  period.  These  provisional  values  should  subsequently  be  finalised  within 
the  measurement  period  and  adjustments  should  be  made  directly  to  the  identifiable  net 
assets  and  the  consideration  transferred  (and  hence  to  goodwill  -  see  below)  accordingly. 
[IFRS  3.45] 
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The  measurement  period  ends  as  soon  as  the  acquirer  obtains  enough  information  to  finalise 
the  provisional  amounts,  but  in  any  event  does  not  exceed  one  year  from  the  date  of 
acquisition.  [IFRS  3.45] 

Adjustments  that  arise  after  the  end  of  the  measurement  period  should  be  recognised  as 
revisions  of  estimates  in  accordance  with  IAS  8  Accounting  policies,  changes  in  accounting 
estimates  and  errors  and  therefore  recognised  in  profit  or  loss  in  the  current  and  future 
periods.  Where  an  error  is  identified,  retrospective  treatment  is  required  in  accordance  with 
IAS  8. 

The  adjustment  of  provisional  figures  should  reflect  new  information  about  facts  and 
circumstances  that  existed  at  the  acquisition  date.  This  also  extends  to  the  recognition  of 
new  assets  or  liabilities  if  this  new  information  would  have  led  to  their  recognition,  had  it  been 
known  at  the  acquisition  date.  [IFRS  3.45] 


Illustration  7 

XYZ  acquired  ABC  on  30  June  2007.  By  31  December  2007,  the  end  of  its  2007  reporting 
period,  XYZ  had  provisional  fair  values  for  the  following: 

1  trademarks  effective  in  certain  foreign  territories  of  CU400,000.  These  had  an 
average  remaining  useful  life  of  10  years  at  the  acquisition  date.  The  acquisition  date 
fair  value  was  finalised  at  CU500,000  on  31  March  2008. 

2  trading  rights  in  other  foreign  territories  of  CU600,000.  These  had  an  average 
remaining  useful  life  of  5  years  at  the  acquisition  date.  The  acquisition  date  fair  value 
was  finalised  at  CU300,000  on  30  September  2008. 

XYZ's  2007  financial  statements: 

Recognised  in  profit  or  loss  in  2007: 

Amortisation  of  trademarks  and  trading  rights  for  6  months  based  on  their  provisional 
values 

Intangible  assets: 

Trademarks  and  trading  rights  at  provisional  values  less  2007  amortisation 

XYZ's  2008  financial  statements: 

The  finalisation  of  the  fair  value  of  the  trademarks  is  made  within  the  measurement  period  (12 
months  from  the  acquisition  date),  so  it  is  related  back  to  that  date.  The  finalisation  in  respect 
of  the  trading  rights  is  made  after  the  end  of  that  period,  so  it  is  recognised  in  profit  or  loss 
prospectively  from  30  September  2008. 

For  the  trademarks,  the  2007  comparative  figures  will  be  restated  for  the  revised  amortisation 
and  carrying  amount. 


7.4  Subsequent  measurement 

The  assets  and  liabilities  identified  and  recognised,  along  with  any  equity  instrument  issued 
as  a  result  of  a  business  combination,  should  be  measured  in  accordance  with  the  relevant 
standard  following  the  recognition  of  the  business  combination.  However,  IFRS  3  provides 
specific  guidance  in  the  area  of:  [IFRS  3.54] 

■      reacquired  rights  -  where  a  reacquired  right  is  recognised  as  an  intangible  asset,  it 
should  be  amortised  over  its  remaining  contractual  period; 
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contingent  liabilities  recognised  at  the  acquisition  date  -  until  the  liability  is 
settled  or  cancelled  it  should  be  measured  at  the  higher  of  the  amount  that  would  be 
recognised  in  accordance  with  IAS  37  and  the  amount  initially  recognised  at  the 
acquisition  date  less  any  amortisation,  if  this  is  appropriate,  in  accordance  with 
IAS  1 8  Revenue; 

indemnification  assets  -  at  the  end  of  each  reporting  period  an  indemnification 
asset  recognised  as  part  of  a  business  combination  should  be  measured  on  the  same 
basis  as  that  applied  on  the  acquisition  date.  This  measurement  is  subject  to  any 
contractual  limitations  on  the  amount;  and 

contingent  consideration  -  as  set  out  above. 


8  Goodwill  and  Gains  on  Bargain  Purchases 

Goodwill  is  the  amount  paid  to  gain  access  to  the  future  economic  benefits  anticipated  to  be 
generated  from  the  assets  not  specifically  identified  and  separately  recognised. 

8.1  Recognition  and  measurement  of  goodwill 

IFRS  3  requires  goodwill  resulting  from  a  business  combination  to  be  recognised  as  an  asset 
of  the  acquiring  entity.  Goodwill  is  measured  as  the  excess  of  the  consideration  transferred 
plus  the  amount  of  any  non-controlling  interest  in  the  acquiree  over  the  identifiable  assets  and 
liabilities  recognised.  If  the  business  combination  has  been  achieved  in  stages,  as  discussed 
above,  then  the  consideration  will  also  include  the  fair  value  of  the  acquirer's  previously  held 
equity  interests  in  the  acquiree  at  the  acquisition  date.  [IFRS  3.32] 

After  initial  recognition,  goodwill  should  not  be  systematically  amortised  by  charges  to  profit  or 
loss  on  a  straight-line  or  other  basis.  It  should  be  carried  in  the  statement  of  financial  position 
at  cost  less  accumulated  impairment  losses  (where  the  recoverable  amount  of  the  goodwill 
falls  below  its  current  carrying  amount).  Goodwill  should  be  tested  for  impairment  at  least  on 
an  annual  basis  in  accordance  with  the  requirements  of  IAS  36  Impairment  of  assets. 

Although  recognised  as  an  asset,  goodwill  should  not  be  revalued,  and  therefore  it  will  either 
be  carried  in  the  statement  of  financial  position  at  the  amount  recognised  on  initial  recognition 
or  it  will  be  reduced  as  impairment  losses  are  recognised. 


Illustration  8 

ABC  acquired  an  80%  interest  in  DEF  for  CU900,000.  The  carrying  amounts  and  fair  values 
of  DEF's  identifiable  assets  and  liabilities  at  the  acquisition  date  were  as  follows: 

Tangible  non-current  assets 
Intangible  non-current  assets 
Current  assets 
Liabilities 
Contingent  liabilities 

Carrying 

amounts 

CUOOO 

375 

0 

400 

(300) 

0 

475 

Fair 

value 

CUOOO 

350 

200 

350 

(300) 

(30) 

570 

ABC  has  decided  to  measure 
net  assets. 

the  non- 

controlling 

interest  at  its  share  of  DEF's  identifiable 

The  goodwill  calculation  is  as 

follows. 

CUOOO 
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Consideration  transferred 

900 

Non-controlling  interest  (20%  of  CU570  fair  value) 

114 

1,014 

Fair  value  of  net  assets  acquired 

570 

Goodwill 

444 

8.2  Gain  on  bargain  purchase 

The  term  'bargain  purchase',  or  negative  goodwill,  is  used  to  describe  the  excess  of  the 
identifiable  net  assets  recognised  in  a  business  combination  over  the  consideration 
transferred  and  the  non-controlling  interest  in  the  acquiree.  It  is  generally  unusual  for  a 
discount  to  arise,  since  it  means  that  the  acquirer  paid  less  than  net  asset  value  for  the 
business.  Such  a  situation  may  however  arise  where  the  seller  has  to  raise  funds  urgently  (a 
"forced  sale"). 

IFRS  3  assumes  that  such  an  amount  will  not  normally  arise  and  therefore  may  have  arisen 
as  a  result  of  an  error  in  the  measurement  of  the  acquiree's  net  assets,  the  non-controlling 
interest  or  the  consideration  transferred.  It  requires  the  acquirer  to  reassess  the  recognition  of 
the  identifiable  net  assets  acquired.  The  acquirer  is  then  required  to  review  the  procedures 
that  it  used  to  measure: 

■  the  identifiable  net  assets  acquired; 

■  any  non-controlling  interest  in  the  acquiree; 

■  the  acquirer's  previously  held  equity  interest  in  the  acquiree  where  a  business 
combination  has  been  achieved  in  stages;  and 

■  the  consideration  transferred. 

If  a  discount  still  remains  after  the  reassessment  has  been  completed,  then  it  should  be 
recognised  in  profit  or  loss  in  the  period  in  which  the  business  combination  took  place.  This 
treatment  is  required  since  any  discount  reflects  the  reality  that  a  bargain  purchase  was 
made. 


Illustration  9 

Assuming  the  same  facts  as  in  Illustration  8  above  except  that  the  consideration  transferred 
was  CU400,000  rather  than  CU900,000. 

The  gain  arising  on  this  business  combination  is: 

CU000 
Consideration  transferred  400 

Non-controlling  interest  (20%  of  CU570  fair  value)  114 

514 
Net  assets  acquired  570 

Gain  on  bargain  purchase  (negative  goodwill)  (56) 

The  gain  of  CU56,000  should  be  recognised  in  profit  or  loss  in  the  year  of  acquisition. 


8.3  Adjustments  to  provisional  values 

As  noted  previously,  adjustments  to  provisional  values  during  the  measurement  period  should 
be  related  back  to  the  acquisition  date.  There  can  be  a  compensating  increase/decrease  in 
goodwill  or  the  gain  on  the  bargain  purchase. 
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Illustration  10 

Assuming  the  same  facts  as  in  Illustration  7  and  that  goodwill  in  the  acquisition  was 
measured  at  CU4.8  million. 

The  finalisation  of  the  fair  value  of  the  trademarks  will  result  in  an  increase  in  their  carrying 
amount  at  the  acquisition  date  of  CU1 00,000,  so  goodwill  should  be  reduced  by  the  same 
amount.  The  2007  comparative  figures  in  the  2008  financial  statements  should  be  restated 
by  these  amounts. 

Note  also  that  the  2007  amortisation  should  be  increased  by  CU5,000  (CU1 00,000/10  years) 
x  6/12months)  and  the  2007  profit  reduced  (or  loss  increased)  by  the  same  amount. 


9  Disclosures 

A  business  combination  may  result  in  substantial  changes  to  both  the  nature  of  a  group  and 
its  performance  in  future  periods.  IFRS  3,  therefore,  requires  the  disclosure  of  information  to 
assist  in  a  user's  understanding  of  the  nature  and  financial  effect  of  a  business  combination 
that  occurs  either  during  the  current  reporting  period  or  after  the  end  of  the  reporting  period 
but  before  the  financial  statements  are  authorised  for  issue.  [IFRS  3.59] 

In  addition,  information  should  be  disclosed  so  that  users  of  the  financial  statements  are  able 
to  evaluate  the  financial  effect  of  adjustments  made  in  the  current  reporting  period  in  respect 
of  business  combinations  that  took  place  in  the  current  or  previous  reporting  periods. 
[IFRS  3.61] 

To  meet  the  objective  of  these  disclosures,  IFRS  3  sets  out  detailed  requirements  in  the 
Application  Guidance  accompanying  it.  If  these  specific  disclosures  do  not  meet  the 
objectives  set  out  above,  then  an  entity  should  provide  additional  information. 

The  first  group  of  disclosures  has  the  objective  of  requiring  information  about  combinations 
that  occurred  during  the  period.  The  name  and  a  description  of  an  acquiree  should  be 
presented  along  with  the  acquisition  date,  the  percentage  of  voting  equity  acquired  and  the 
consideration  transferred.  The  consideration  transferred  should  be  broken  down  into  its 
various  elements,  for  example  cash  and  the  issue  of  shares.  A  narrative  explanation  is 
required  to  explain  the  reason  for  the  business  combination,  the  factors  that  make  up  goodwill 
and  any  intangible  assets  that  did  not  qualify  for  separate  recognition. 

More  detailed  disclosures  are  required  in  respect  of  any  contingent  consideration  and 
indemnification  assets.  Ongoing  disclosures  are  also  required  in  relation  to  the  continuing 
existence  of  contingent  consideration. 

The  amounts  recognised  as  at  the  acquisition  date  for  each  major  class  of  assets  acquired 
and  liabilities  assumed  should  be  disclosed. 

If  a  gain  on  a  bargain  purchase  was  achieved  on  the  acquisition,  the  amount  recognised  in 
profit  or  loss  should  be  clearly  identified  and  a  description  of  why  a  gain  was  achieved. 

Where  less  than  100  per  cent  ownership  has  been  acquired  in  a  business  combination,  the 
amount  of  the  non-controlling  interest  in  the  acquiree  at  the  acquisition  date  should  be 
disclosed,  together  with  the  measurement  basis  used.  If  fair  value  is  used,  then  the  valuation 
techniques  should  also  be  disclosed. 

The  amounts  of  the  acquiree's  revenue  and  profit  or  loss  included  in  the  consolidated 
statement  of  comprehensive  income  in  the  year  of  acquisition  should  be  disclosed,  together 
with  the  revenue  and  profit  or  loss  which  would  have  been  included  if  the  acquisition  dates  of 
all  the  business  combinations  during  the  period  had  been  the  first  day  of  the  period.  Where  a 
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business  acquired  has  been  fully  integrated  into  existing  operations,  it  may  not  be  practicable 
to  separate  out  its  results  and  therefore  this  fact  should  be  disclosed.  These  disclosures 
should  provide  information  to  users  about  the  likely  future  performance  of  the  enlarged  group. 

The  disclosures  set  out  above  may  be  aggregated  for  business  combinations  that  individually 
will  not  have  a  substantial  effect  on  the  business. 

Where  provisional  values  have  been  recognised  in  the  financial  statements  of  the  period  in 
which  the  business  combination  arose,  this  fact  should  be  explained  along  with  the  reasons 
why  amounts  could  not  be  finalised.  The  provisional  values  should  be  quantified. 

Additional  information  is  required  as  to  the  financial  effect  that  gains,  losses  and  other 
adjustments  relating  to  the  business  combinations  in  the  current  and  previous  periods  have 
had  in  the  current  period.  This  information  should  include,  for  example,  the  effect  of  any  gains 
that  have  been  recognised  in  respect  of  the  identifiable  assets  and  liabilities  of  the  acquiree  or 
the  correction  of  errors. 

A  full  reconciliation  of  movements  to  the  carrying  amount  of  goodwill  should  be  presented; 
this  will  include,  for  example,  goodwill  recognised  during  the  period  and  any  reductions  in  the 
carrying  amount  as  a  result  of  impairment  losses.  Additional  disclosures  regarding  the 
recoverable  amount  of  goodwill  are  required  by  IAS  36. 


1 0  Chapter  Review 

This  chapter  has  covered: 

■  the  objective  and  scope  of  IFRS  3; 

■  the  definitions  which  are  critically  important  to  the  understanding  of  the  requirements 
of  IFRS  3; 

■  the  steps  in  the  acquisition  method  of  accounting:  identify  the  acquirer,  determine  the 
acquisition  date,  recognise  and  measure  the  identifiable  assets  acquired,  the 
liabilities  assumed  and  the  non-controlling  interest; 

■  the  recognition  and  measurement  of  goodwill  and  gains  from  bargain  purchases; 

■  initial  accounting  and  subsequent  adjustments;  and 

■  the  disclosure  requirements  of  IFRS  3. 
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1 1  Self  Test  Questions 
Chapter  33 

1 .  A  parent  entity  is  acquiring  a  majority  holding  in  an  entity  whose  shares  are 

dealt  in  on  a  recognised  market. 

Under  IFRS3  Business  combinations,  which  TWO  of  the  following 
measurement  bases  may  be  used  in  measuring  the  non-controlling  interest  at 
the  acquisition  date? 

A  The  nominal  value  of  the  shares  in  the  acquiree  not  acquired 

B  The  fair  value  of  the  shares  in  the  acquiree  not  acquired 

C  The  non-controlling  interest  in  the  acquiree's  assets  and  liabilities  at 

book  value 
D  The  non-controlling  interest  in  the  acquiree's  assets  and  liabilities  at 

fair  value 


In  a  business  combination,  an  acquirer's  interest  in  the  fair  value  of  the  net 
assets  acquired  exceeds  the  consideration  transferred  in  the  combination. 

Under  IFRS3  Business  combinations,  the  acquirer  should 

(select  one  answer) 

A  recognise  the  excess  immediately  in  profit  or  loss 

B  recognise  the  excess  immediately  in  other  comprehensive  income 

C  reassess  the  recognition  and  measurement  of  the  net  assets  acquired 

and  the  consideration  transferred,  then  recognise  any  excess 

immediately  in  profit  or  loss 
D  reassess  the  recognition  and  measurement  of  the  net  assets  acquired 

and  the  consideration  transferred,  then  recognise  any  excess 

immediately  in  other  comprehensive  income 


Should  the  following  costs  be  included  in  the  consideration  transferred  in  a 
business  combination,  according  to  IFRS3  Business  combinations? 

(1)  Costs  of  maintaining  an  acquisitions  department. 

(2)  Fees  paid  to  accountants  to  effect  the  combination. 

Cost  (1)  Cost  (2) 

A  No  No 

B  No  Yes 

C  Yes  No 

D  Yes  Yes 
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Are  the  following  statements  about  an  acquisition  true  or  false,  according  to 
IFRS3  Business  combinations? 

(1)  The  acquirer  should  recognise  the  acquiree's  contingent  liabilities  if 
certain  conditions  are  met. 

(2)  The  acquirer  should  recognise  the  acquiree's  contingent  assets  if 
certain  conditions  are  met. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


The  Pendle  Company  acquired  a  30%  equity  interest  in  The  Terata  Company 
many  years  ago.  In  the  current  accounting  period  it  acquired  a  further  40% 
equity  interest  in  Terata. 

Are  the  following  statements  true  or  false,  according  to  IFRS3  Business 
combinations? 

(1)  Pendle's  pre-existing  30%  equity  interest  in  Terata  should  be 
remeasured  at  fair  value  at  the  acquisition  date. 

(2)  Pendle's  net  assets  should  be  remeasured  at  fair  value  at  the 
acquisition  date. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


On  1  July  20X7  The  Magna  Company  acquired  100%  of  The  Natural 
Company  for  a  consideration  transferred  of  CU160  million.  At  the  acquisition 
date  the  carrying  amount  of  Natural's  net  assets  was  CU100  million. 

At  the  acquisition  date  a  provisional  fair  value  of  CU120  million  was  attributed 
to  the  net  assets.  An  additional  valuation  received  on  31  May  20X8  increased 
this  provisional  fair  value  to  CU135  million  and  on  30  July  20X8  this  fair  value 
was  finalised  at  CU140  million. 

What  amount  should  Magna  present  for  goodwill  in  its  statement  of  financial 
position  at  31  December  20X8,  according  to  IFRS3  Business  combinations? 


A 

CU25  million 

B 

CU40  million 

C 

CU20  million 

D 

CU60  million 
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The  Lampard  Company  acquired  a  70%  interest  in  The  Ohau  Company  for 
CU1 ,960,000  when  the  fair  value  of  Ohau's  identifiable  assets  and  liabilities 
was  CU700,000  and  elected  to  measure  the  non-controlling  interest  at  its 
share  of  the  identifiable  net  assets.  Annual  impairment  reviews  of  goodwill 
have  not  resulted  in  any  impairment  losses  being  recognised. 

Ohau's  current  statement  of  financial  position  shows  share  capital  of 
CU1 00,000,  a  revaluation  reserve  of  CU300,000  and  retained  earnings  of 
CU1, 400,000. 

Under  IFRS3  Business  combinations,  what  figure  in  respect  of  goodwill 
should  now  be  carried  in  Lampard's  consolidated  statement  of  financial 
position? 

A  CU1, 470,000 

B  CU160.000 

C  CU1, 260,000 

D  CU700.000 


The  National  Company  acquired  80%  of  The  Local  Company  for  a 
consideration  transferred  of  CU100  million.  The  consideration  was  estimated 
to  include  a  control  premium  of  CU24  million.  Local's  net  assets  were 
CU85  million  at  the  acquisition  date. 

Are  the  following  statements  true  or  false,  according  to  IFRS3  Business 
combinations? 

(1)  Goodwill  should  be  measured  at  CU32  million  if  the  non-controlling 
interest  is  measured  at  its  share  of  Local's  net  assets. 

(2)  Goodwill  should  be  measured  at  CU34  million  if  the  non-controlling 
interest  is  measured  at  fair  value. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Mooneye  Company  acquired  a  70%  interest  in  The  Swain  Company  for 
CU1 ,420,000  when  the  fair  value  of  Swain's  identifiable  assets  and  liabilities 
was  CU1, 200,000. 

Mooneye  acquired  a  65%  interest  in  The  Hadji  Company  for  CU300,000 
when  the  fair  value  of  Hadji's  identifiable  assets  and  liabilities  was 
CU640,000. 

Mooneye  measures  non-controlling  interests  at  the  relevant  share  of  the 
identifiable  net  assets  at  the  acquisition  date. 

Neither  Swain  nor  Hadji  had  any  contingent  liabilities  at  the  acquisition  date 
and  the  above  fair  values  were  the  same  as  the  carrying  amounts  in  their 
financial  statements.  Annual  impairment  reviews  have  not  resulted  in  any 
impairment  losses  being  recognised. 

Under  IFRS3  Business  combinations,  what  figures  in  respect  of  goodwill  and 
of  gains  on  bargain  purchases  should  be  included  in  Mooneye's  consolidated 
statement  of  financial  position? 

A  Goodwill:  CU580.000 

Gains  on  the  bargain  purchases:  CU1 16,000 

B  Goodwill:  Nil 

Gains  on  the  bargain  purchases:  CU1 16,000 

C  Goodwill:  Nil 

Gains  on  the  bargain  purchases:  Nil 

D  Goodwill:  CU580.000 

Gains  on  the  bargain  purchases:  Nil 


10.        On  1  October  20X7  The  Tingling  Company  acquired  100%  of  The  Greenbank 
Company  when  the  fair  value  of  Greenbank's  net  assets  was  CU1 16  million 
and  their  carrying  amount  was  CU120  million. 

The  consideration  transferred  comprised  CU200  million  in  cash  transferred  at 
the  acquisition  date,  plus  another  CU60  million  in  cash  to  be  transferred  1 1 
months  after  the  acquisition  date  if  a  specified  profit  target  was  met  by 
Greenbank.  At  the  acquisition  date  there  was  only  a  low  probability  of  the 
profit  target  being  met,  so  the  fair  value  of  the  additional  consideration  liability 
was  CU10  million.  In  the  event,  the  profit  target  was  met  and  the  CU60  million 
cash  was  transferred. 

What  amount  should  Tingling  present  for  goodwill  in  its  statement  of 
consolidated  financial  position  at  31  December  20X8,  according  to  IFRS3 
Business  combinations? 

A  CU94  million 

B  CU80  million 

C  CU84  million 

D  CU144  million 
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11.        1 00%  of  the  equity  share  capital  of  The  Raukatau  Company  was  acquired  by 
The  Sweet  Company  on  30  June  20X7.  Sweet  issued  500,000  new  CU1 
ordinary  shares  which  had  a  fair  value  of  CU8  each  at  the  acquisition  date.  In 
addition  the  acquisition  resulted  in  Sweet  incurring  fees  payable  to  external 
advisers  of  CU200,000  and  share  issue  costs  of  CU180,000. 

In  accordance  with  IFRS3  Business  combinations,  goodwill  at  the  acquisition 
date  is  measured  by  subtracting  the  identifiable  assets  acquired  and  the 
liabilities  assumed  from 


A 

CU4.00  million 

B 

CU4. 18  million 

C 

CU4.20  million 

D 

CU4.38  million 

12.        The  Gebbies  Company  acquired  1 00%  of  The  Okalua  Company  for  a 
consideration  transferred  of  CU112  million. 

At  the  acquisition  date  the  carrying  amount  of  Okalua's  net  assets  was 
CU100  million  and  their  fair  value  was  CU120  million. 

How  should  the  difference  between  the  consideration  transferred  and  the  net 
assets  acquired  be  presented  in  Gebbies's  financial  statements,  according  to 
IFRS3  Business  combinations? 

A  Gain  on  bargain  purchase  of  CU8  million  recognised  in  other 

comprehensive  income 
B  Gain  on  bargain  purchase  of  CU8  million  deducted  from  other 

intangibles  assets 
C  Gain  on  bargain  purchase  of  CU8  million  recognised  in  profit  or  loss 

D  Goodwill  of  CU12  million  as  an  intangible  asset 
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Chapter  34 
ASSOCIATES 


1  Business  Context 

Investments  can  take  a  number  of  different  forms.  Typically  where  one  entity  acquires  the 
majority  of  the  voting  rights  of  another,  it  gains  control.  However,  outright  control  is  not  always 
the  most  appropriate  form  of  investment  for  an  entity  to  have.  There  may  be  circumstances 
where,  although  an  entity  does  not  have  the  expertise  to  efficiently  control  another  entity,  the 
business  in  which  it  operates  is  still  of  significant  importance  to  it.  In  such  circumstances  an 
investor  may  instead  decide  to  obtain  sufficient  ownership  of  the  entity  to  have  the  power  to 
influence  decisions  of  its  governing  body  (its  board  of  directors)  but  not  to  have  control  over  it. 

Investments  that  meet  these  criteria  will  generally  be  classed  as  associates.  As  the  investor 
has  what  is  described  as  significant  influence  over  the  investee,  it  is  appropriate  to  report  its 
share  of  the  investee's  results  rather  than  just  the  dividends  receivable;  after  all,  it  is  partly 
answerable  for  the  investee's  performance. 


2  Chapter  Objectives 

IAS  27  Consolidated  and  separate  financial  statements  and  IFRS  3  Business  combinations 
deal  with  the  parent-subsidiary  relationship  where  the  investee  is  under  the  control  of  the 
investor.  They  cover  the  requirements  in  relation  to  the  bringing  together  of  two  parties  and 
the  subsequent  presentation  in  the  consolidated  financial  statements  on  the  basis  that  the  two 
entities  are  treated  as  a  single  economic  entity. 

This  chapter  deals  with  the  financial  reporting  by  an  investing  entity  when  it  has  significant 
influence  over  its  investee.  In  such  circumstances  the  investee  is  described  as  an  'associate' 
of  the  investor. 

On  completion  of  this  chapter  you  should  be  able  to: 

understand  the  objectives  and  scope  of  IAS  28  Investments  in  associates; 

interpret  the  important  terminology  and  definitions  which  relate  to  such  investments; 

understand  the  key  principles  relating  to  the  recognition  and  measurement  of  such 
investments; 

demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  28;  and 

apply  knowledge  and  understanding  of  IAS  28  in  particular  circumstances  through 
basic  calculations. 


3  Objectives,  Scope  and  Definitions  of  IAS  28 

IAS  28  sets  out  the  accounting  requirements  when  an  entity  has  an  investment  in  an 
associate.  The  standard  does  not  apply  where  the  investor  is  a  venture  capital  organisation  or 
where  the  investment  is  owned  by  a  mutual  fund  or  unit  trust  (or  similarly  structured  entity) 
and  such  investments  have  been  accounted  for  using  a  fair  value  approach  under  IAS  39 
Financial  instruments:  recognition  and  measurement.  [IAS  28.1] 

An  associate  is  defined  as  an  entity  over  which  the  investor  has  significant  influence.  For  an 
investment  to  meet  the  definition  of  an  associate,  it  should  not  be  a  subsidiary,  where  the 
investor  has  control,  or  a  joint  venture,  where  the  investor  has  joint  control.  [IAS  28.2] 
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Significant  influence  is  defined  as  the  power  to  participate  in  the  financial  and  operating  policy 
decisions  of  the  investee  without  having  control  or  joint  control  over  those  policies.  [IAS  28.2] 

The  assessment  of  significant  influence  is  a  matter  of  judgement.  IAS  28  includes  practical 
guidance  to  assist  management  in  making  that  assessment.  For  example,  where  an  investor 
has  at  least  20%  of  the  voting  power  in  another  entity,  IAS  28  presumes  that  this  size  of 
holding  is  enough  to  give  rise  to  significant  influence  over  that  entity.  Conversely,  where  less 
than  20%  of  the  voting  rights  are  held,  the  investor  is  presumed  not  to  have  significant 
influence  over  the  investee.  However,  the  nature  of  each  investment  should  be  carefully 
assessed  as  both  of  these  presumptions  may  be  overruled.  It  is  important  to  consider  not  only 
an  investor's  current  shareholding  but  also  any  potential  holding  which  could  result  from  share 
options  or  warrants  that  are  immediately  exercisable  (i.e.  the  right  to  acquire  shares 
immediately). 

IAS  28  provides  a  list  of  factors  that  normally  indicate  that  significant  influence  is  present. 
These  factors  include: 

■  where  the  investor  has  a  representative  on  the  board  of  directors  or  on  an  equivalent 
body; 

■  where  the  investor  actively  participates  in  the  policy-making  processes  of  the  entity, 
including  the  level  of  dividends  to  be  paid; 

■  where  a  number  of  significant  transactions  take  place  between  the  investor  and  the 
investee; 

■  where  members  of  management  move  between  the  two  entities;  or 

■  where  the  investor  provides  essential  technical  information  to  the  entity. 

There  are  exceptions  from  compliance  with  IAS  28.  Where  the  investment  is  classified  as 
'held  for  sale'  in  accordance  with  IFRS  5  Non-current  assets  held  for  sale  and  discontinued 
operations,  it  should  be  treated  in  accordance  with  that  standard.  IAS  28  does  not  apply  if  the 
investor  is  not  required  to  prepare  consolidated  financial  statements  under  IAS  27. 
[IAS  28.13,  28.14] 

In  addition,  an  exception  applies  where  the  investor  is  a  wholly  owned  subsidiary  (or  partially 
owned  but  the  minority  interest  shareholders  have  been  notified  of  the  intention  not  to  apply 
the  requirements  of  IAS  28  and  they  have  not  objected)  and  the  investor  does  not  have  debt 
or  equity  instruments  traded  in  a  public  market  (nor  is  in  the  process  of  issuing  debt  or  equity 
in  a  public  market)  and  the  investor's  parent  prepares  consolidated  financial  statements  that 
are  publicly  available  and  are  prepared  in  accordance  with  IFRS.  [IAS  28.13] 


4  Equity  Method  of  Accounting  for  Associates 

Subject  to  the  exceptions  referred  to  above,  associates  should  be  accounted  for  using  the 
equity  method.  If  the  relationship  changes  such  that  the  investor  gains  control,  or  joint  control, 
over  the  entity,  then  it  should  be  treated  in  accordance  with  IAS  27  or  IAS  31  Interests  in  joint 
ventures  respectively.  If  the  ability  to  exercise  significant  influence  is  lost,  then  the  investment 
should  cease  to  be  equity  accounted  for  and  the  requirements  of  IAS  39  should  be  applied. 
[IAS  28.13,  28.18] 

On  the  date  on  which  an  entity  loses  significant  influence,  any  retained  interest  in  the 
investment  should  be  measured  at  fair  value.  At  this  date,  the  investor  should  also  recognise 
in  profit  or  loss  the  difference  between  the  carrying  amount  of  the  investment  held  prior  to  the 
significant  influence  being  lost  and  the  fair  value  of  any  retained  investment  plus  any 
proceeds  received.  [IAS  28.18,  28.19] 
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Under  the  equity  method  of  accounting,  the  investment  in  the  associate  is  initially  recognised 
at  cost  and  is  subsequently  adjusted  in  each  period  for  changes  in  the  investor's  share  of  net 
assets  of  the  associate.  The  investor's  reported  profit  or  loss  for  the  period  will  include  its 
share  of  the  associate's  reported  profit  or  loss  for  the  period,  presented  as  a  single  line  item. 
[IAS  28.2] 

Where  the  parent  and  a  number  of  its  subsidiaries  have  an  interest  in  a  single  entity,  the 
group's  share  in  the  investment  is  determined  by  adding  together  all  the  interests  held  by 
group  entities. 

An  investor's  interest  in  an  associate  should  be  presented  in  the  statement  of  financial 
position  as  a  single  line  under  non-current  assets.  [IAS  28.38] 


Illustration  1 

Pecs  has  a  number  of  wholly  owned 
Abs.  These  shares  were  acquired  th 
earnings  was  CU100. 

subsidiaries  and  a  40%  interest  in  the  share  capital  of 
ree  years  ago  when  the  balance  on  Abs'  retained 

Pecs 

Group 

CU 

Abs 
CU 

Investment  in  Abs 
Other  assets 

120 
1,080 

650 

Liabilities 

1,200 
(200) 

1,000 

650 
(150) 

500 

Share  capital 
Retained  earnings 

300 
700 

1,000 

100 
400 

500 

The  consolidated  statement  of  financial  position  of  Pecs  should  incorporate  Abs  using  the 
equity  method  of  accounting.  The  carrying  amount  of  the  investment  is  calculated  as: 

Cost  of  investment 
Share  of  post  acquisition 
(40%  x  (400 -100)) 

retained  earnings 

CU120 

CU120 
CU240 

Consolidated  statement  of  financial  | 
Investment  in  Abs 

position 

Pecs 
Group 
CU 
240 

Other  assets 

Liabilities 

Share  capital 
Retained  earnings 

1,080 

1,320 

(200) 

1,120 

300 

820 

1,120 

(Pecs  700  plus  share  of  Abs' 
post  acquisition  profit  120) 
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Illustration  2 

The  consolidated  statement  of 

com 

prehensive  income  of  Pecs  and  its  subsidiaries  and  the 

statement  of  comprehensive  income  of  Abs  for  the  current  year  are 

!  shown  below. 

Pecs 

Abs 

Group 

CU 

CU 

Revenue 

1,100 

600 

Cost  of  sales 

(200) 

(150) 

Gross  profit 

900 

450 

Expenses 

(130) 

(150) 

Profit  from  operations 

770 

300 

Finance  income 

90 

- 

Finance  costs 

(40) 

(10) 

Profit  before  tax 

820 

290 

Tax 

(270) 

(70) 

Net  profit  for  the  year 

550 

220 

The  consolidated  statement  of 

com 

prehensive  income  of  Pecs  will 

only  include  its  share  of 

the  profit  aftertax  of  Abs. 

Pecs 

Group 

CU 

Revenue 

1,100 

Cost  of  sales 

(200) 

Gross  profit 

900 

Expenses 

(130) 

Profit  from  operations 

770 

Finance  income 

90 

Finance  costs 

(40) 

Share  of  profits  of  associates  (40% 

x220) 

88 

Profit  before  tax 

908 

Tax 

(270) 

Net  profit  for  the  year 

638 

4.1  Procedures  to  be  used 

The  procedures  used  in  the  preparation  of  the  consolidated  financial  statements  in 
accordance  with  IAS  27  are  used  in  the  application  of  equity  accounting. 

Where  transactions  take  place  between  an  investor  and  its  associates,  adjustment  should  be 
made  to  eliminate  any  internally  generated  profit  or  loss  that  arises.  The  amount  eliminated  is 
only  the  element  that  relates  to  the  investor's  share,  since  this  is  the  amount  that  is  essentially 
internally  generated  by  the  group. 
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Illustration  3 

If  an  investor  holds  a  30%  share  in  an  associate  and  made  a  profit  of  CU100  from  a  sale  to 
the  associate  of  goods  still  held  in  the  associate's  inventory,  then  only  CU30  (i.e.  the 
investor's  share)  would  be  eliminated  from  the  investor's  reported  profit. 


As  equity  accounting  does  not  involve  the  aggregating  of  the  individual  asset  and  liability 
balances  with  those  of  the  parent  and  subsidiaries,  the  receivables  and  payables  balances 
due  from  and  to  associates  are  not  eliminated. 

At  the  acquisition  date  the  investment  in  the  associate  should  be  recognised  at  its  cost.  This 
represents  the  share  of  the  fair  value  of  the  net  assets  acquired  and  the  future  economic 
benefits  attributable  to  assets  which  cannot  be  separately  identified  and  recognised  i.e. 
goodwill.  Fair  value  is  generally  market  value,  although  where  no  market  exists  for  the 
transfer  of  such  items,  fair  value  may  need  to  be  assessed  using  a  different  basis.  The 
calculation  of  fair  values  is  consistent  with  the  application  of  IFRS  3. 

If  the  goodwill  is  a  positive  figure  it  should  be  included  as  part  of  the  carrying  amount  of  the 
investment.  If  the  cost  was  less  than  the  fair  value  of  the  net  assets  acquired,  then  a  discount 
was  achieved  on  the  purchase  (which  is  unlikely  to  occur  in  practice).  The  discount  should  be 
included  as  part  of  the  investor's  share  of  the  associate's  profit  or  loss  for  the  period  in  which 
the  investment  was  made. 

The  associate's  most  recent  set  of  financial  statements  should  be  used  for  equity  accounting 
purposes.  If  the  end  of  the  reporting  period  of  the  associate  is  different  from  that  of  the 
investor,  then  financial  statements  should  be  prepared  to  the  end  of  the  investor's  reporting 
period,  unless  it  is  impracticable  to  do  so.  The  additional  financial  statements  should  be 
based  on  the  associate's  financial  statements  prepared  to  the  end  of  its  last  reporting  period 
and  adjusted  for  significant  events  that  have  occurred  during  the  period  between  the  two 
dates.  The  end  of  the  reporting  periods  of  the  associate  and  its  investor  should  not  be  more 
than  three  months  different  to  each  other.  [IAS  28.24,  28.25] 

The  associate's  accounting  policies  should  be  consistent  with  those  of  its  investor.  Where  any 
of  the  main  accounting  policies  are  different,  adjustment(s)  should  be  made  to  the  associate's 
financial  statements  for  equity  accounting  purposes.  [IAS  28.26] 

If  an  associate  makes  losses,  then  the  investor  should  equity  account  for  these  in  the  same 
way  as  it  recognises  profits,  by  reducing  the  carrying  amount  of  the  share  of  the  associate's 
net  assets.  If,  however,  losses  continue,  the  carrying  amount  of  the  associate  should  only  be 
reduced  as  far  as  nil.  Any  excess  loss  should  only  be  recognised  by  the  investor  as  a  liability 
where  it  has  an  obligation  to  make  payments  on  behalf  of  the  associate.  If  the  associate 
makes  profits  in  future  periods,  the  investor  should  resume  equity  accounting  for  its  share. 

4.2  Impairment  losses 

The  requirements  of  IAS  39  should  be  applied  to  determine  whether  an  impairment  loss 
should  be  recognised  in  respect  of  the  investment.  An  impairment  arises  where  the 
recoverable  amount  of  the  asset  has  fallen  below  its  current  carrying  amount.  Where  IAS  39 
indicates  that  an  impairment  has  arisen,  IAS  36  Impairment  of  assets  should  be  applied  to 
assess  its  size. 


The  recoverable  amount  of  the  investor's  share  in  an  associate  is  determined  by  considering 
the  net  realisable  value  (i.e.  net  selling  price)  of  the  investment  and  its  value  in  use.  The  value 
in  use  is  determined  either  by  estimating  the  present  value  (i.e.  taking  into  account  the  time 
value  of  money)  of  the  future  cash  flows  that  are  expected  to  be  generated  by  the  associate 
or  by  estimating  the  present  value  of  the  expected  future  dividend  stream. 
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5  Investor's  Separate  Financial  Statements 

An  interest  in  an  associate  should  be  accounted  for  in  the  individual  financial  statements  of 
the  investor  by  applying  the  requirements  of  IAS  27  for  separate  financial  statements. 
[IAS  28.35] 


6  Disclosures 

IAS  28  requires  a  number  of  detailed  disclosures  to  be  made  about  an  entity's  investment  in 
its  associates.  Such  disclosures  include  the  fair  value  of  an  associate  where  published  price 
quotations  are  available,  and  summarised  financial  information  of  the  associate.  The 
summarised  financial  information  should  include  the  main  items  in  the  associate's  financial 
statements,  including  assets,  liabilities,  revenue  and  profit  or  loss  for  the  period.  [IAS  28.37] 

Where  an  investor  has  overruled  the  presumption  that  significant  influence  exists  once  the 
20%  holding  of  voting  rights  has  been  achieved,  this  fact  should  be  disclosed  along  with  the 
reason  why  a  holding  of  less  than  this  has  led  to  the  investor  having  a  significant  influence  or 
why  a  holding  of  more  than  20%  has  not.  [IAS  28.37] 

The  associate's  reporting  date  should  be  disclosed  and,  if  this  is  different  from  that  of  the 
investor,  the  reason  why  this  date  has  been  used.  If  there  are  any  significant  restrictions  on 
the  associate's  ability  to  transfer  funds  to  the  investor,  then  this  should  be  disclosed.  Where 
an  associate  has  made  significant  losses  that  have  led  to  the  investor's  share  of  the 
associate's  net  assets  being  recorded  as  nil  with  the  entity  no  longer  recognising  those 
losses,  then  the  amount  of  any  unrecognised  losses  should  be  disclosed.  [IAS  28.37] 

Where  the  equity  method  of  accounting  has  not  been  used  for  the  recognition  of  an 
investment  in  an  associate,  this  fact  should  be  disclosed  along  with  summary  financial 
information  about  the  associate.  [IAS  28.37] 

Where  the  investor  has  a  share  in  the  associate's  contingent  liabilities,  accounted  for  in 
accordance  with  IAS  37  Provisions,  contingent  liabilities  and  contingent  assets,  the  amount 
should  be  disclosed.  [IAS  28.40] 


7  Chapter  Review 

This  chapter  has  been  concerned  with  the  accounting  requirements  for  an  investment  which 
gives  rise  to  significant  influence  over  an  investee. 

This  chapter  has  covered: 

■  the  scope  of  IAS  28; 

■  the  critically  important  definitions  of  an  associate  and  significant  influence; 

■  the  method  of  accounting  for  associates;  and 

■  the  disclosure  requirements  of  IAS  28. 
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8  Self  Test  Questions 
Chapter  34 


According  to  IAS28  Investments  in  associates,  which  ONE  of  the  following 
statements  best  describes  the  term  'significant  influence'? 

A  The  holding  of  a  significant  proportion  of  the  share  capital  in  another 

entity 
B  The  contractually  agreed  sharing  of  control  over  an  economic  entity 

C  The  power  to  participate  in  the  financial  and  operating  policy  decisions 

of  an  entity 
D  The  mutual  sharing  in  the  risks  and  benefits  of  a  combined  entity 


Which  ONE  of  the  following  investments  in  an  associate  is  not  within  the 
scope  of  IAS28  Investments  in  associates? 

A  An  associate  held  by  a  subsidiary  and  measured  at  amortised  cost 

B  An  associate  held  by  a  venture  capital  organisation  and  measured  at 

amortised  cost 
C  An  associate  held  by  a  venture  capital  organisation  and  measured  at 

fair  value  with  changes  in  fair  value  recognised  in  profit  or  loss 
D  An  associate  held  by  a  subsidiary  and  measured  at  fair  value  with 

changes  in  fair  value  recognised  in  profit  or  loss 
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The  Tatai  Company  equity  accounts  for  its  40%  interest  in  The  Southall 
Company.  Southall's  financial  statements  include  the  following: 

CU'000 

Revenue  600,000 

Cost  of  sales  (250,000) 

350,000 

Operating  (285,000) 

expenses 

65,000 

Tax  (20,000) 

45,000 

Are  the  following  statements  true  or  false,  according  to  IAS28  Investments  in 
associates? 

(1)  Tatai's  consolidated  revenue  should  include  CU240,000  in  respect  of 
Southall. 

(2)  Tatai's  consolidated  profit  before  tax  should  include  CU26,000  in 
respect  of  Southall. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 


The  Partage  Company  owns  80%  of  The  Moody  Company  and  35%  of  The 
Otter  Company.  The  tax  charges  in  their  individual  statements  of 
comprehensive  income  are: 


Partage 

CU200,000 

Moody 

CU560,000 

Otter 

CU800,000 

According  to  IAS27  Consolidated  and  Separate  Financial  Statements  and 
IAS28  Investments  in  associates,  what  amount  should  be  shown  as  the  tax 
charge  in  the  consolidated  statement  of  comprehensive  income? 

A  CU1, 040,000 

B  CU928.000 

C  CU1, 560,000 

D  CU760.000 
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The  Champlain  Company  owns  25%  of  The  Berger  Company.  The  following 
figures  are  from  their  separate  financial  statements: 

Champlain:         Trade  receivables  CU840,000,  including  CU30,000  due  from 
Berger. 

Berger:  Trade  receivables  CU21 5,000,  including  CU50,000  due  from 

Champlain. 

According  to  IAS28  Investments  in  associates,  what  figure  should  appear  for 
trade  receivables  in  Champlain's  consolidated  statement  of  financial  position? 

A  CU840.000 

B  CU832.500 

C  CU1, 035,000 

D  CU1, 055,000 


The  Teletsko  Company  has  a  35%  interest  in  its  associate,  The  Saimaa 
Company.  At  the  current  year  end  Teletsko  holds  inventory  purchased  from 
Saimaa  on  which  Saimaa  earned  a  profit  of  CU1,000,000. 

The  group's  consolidated  statement  of  financial  position  has  been  drafted 
without  any  adjustments  in  relation  to  this  holding  of  inventory. 

Under  IAS28  Investments  in  associates,  what  adjustments  should  be  made  to 
the  draft  consolidated  statement  of  financial  position  figures  for  inventories 
and  retained  earnings? 

Inventories  Retained  earnings 

A  Reduce  by  CU350.000  Reduce  by  CU122.500 

B  Reduce  by  CU1 ,000,000  Reduce  by  CU350,000 

C  Reduce  by  CU350,000  Reduce  by  CU350,000 

D  Reduce  by  CU1, 000, 000  Reduce  by  CU1, 000, 000 


The  Michi  Company  owns  40%  of  The  Nipigon  Company.  On  31  December 
20X7  Nipigon  sold  to  Michi  a  non-current  asset  for  CU1, 020, 000.  The  carrying 
amount  in  Nipigon's  books  on  31  December  20X7  was  CU820,000. 

The  consolidated  statement  of  financial  position  has  been  drafted  without  any 
adjustments  in  relation  to  this  non-current  asset. 

Under  IAS28  Investments  in  associates,  what  adjustments  should  be  made  to 
the  consolidated  statement  of  financial  position  figures  for  non-current  assets 
and  retained  earnings? 

Non-current  assets  Retained  earnings 

A  Reduce  by  CU200.000  Reduce  by  CU200.000 

B  Reduce  by  CU80.000  Reduce  by  CU80.000 

C  Reduce  by  CU80.000  Reduce  by  CU32.000 

D  Reduce  by  CU200.000  Reduce  by  CU80.000 
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The  Hanwell  Company  acquired  a  30%  equity  interest  in  The  Northfield 
Company  for  CU400,000  on  1  January  20X6.  In  the  year  to  31  December 
20X6  Northfield  earned  profits  of  CU80,000  and  paid  no  dividend.  In  the  year 
to  31  December  20X7  Northfield  incurred  losses  of  CU32,000  and  paid  a 
dividend  of  CU1 0,000. 

In  Hanwell's  consolidated  statement  of  financial  position  at  31  December 
20X7,  what  should  be  the  carrying  amount  of  its  interest  in  Northfield, 
according  to  IAS28  Investments  in  associates? 

A  CU438.000 

B  CU41 1,400 

C  CU414.400 

D  CU400,000 
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Chapter  35 
JOINT  VENTURES 


1  Business  Context 

Investments  can  take  a  number  of  different  forms.  Typically  where  one  entity  acquires  the 
majority  of  the  voting  rights  in  another,  it  gains  control.  However,  in  some  industries  and  in 
particular  circumstances,  it  is  more  beneficial  to  share  such  investments  with  other  interested 
parties.  By  sharing  the  investment,  each  investor  contributes  different  skills;  alternatively  the 
arrangement  benefits  all  parties  through  reduced  costs.  Such  arrangements  are  commonly 
known  as  joint  ventures. 

Joint  venture  arrangements  are  quite  common  in  the  investment  property  sector.  For 
example,  British  Land  pic  reported  a  number  of  significant  joint  ventures  holding  £2.9billion  of 
properties  in  its  financial  statements  for  the  year  ended  31  March  2007.  Such  arrangements 
were  said  to  provide  British  Land  access  to  properties  that  were  not  otherwise  on  the  market 
and  to  reduce  the  risks  associated  with  property  investment  and  development. 


2  Chapter  Objectives 

This  chapter  deals  with  the  financial  reporting  by  an  investing  entity  where  it  has  joint  control 
over  another  entity.  In  such  circumstances  the  investing  entity  is  described  as  a  'venturer'  and 
the  investee  is  described  as  a  'joint  venture'  of  the  investor. 

On  completion  of  this  chapter  you  should  be  able  to: 

understand  the  objectives  and  scope  of  IAS  31  Interests  in  joint  ventures; 

interpret  the  important  terminology  and  definitions  which  relate  to  such  investments; 

understand  the  key  principles  relating  to  the  recognition  and  measurement  of  such 
investments; 

demonstrate  knowledge  of  the  principal  disclosure  requirements  of  IAS  31;  and 

apply  knowledge  and  understanding  of  IAS  31  in  particular  circumstances  through  basic 
calculations. 

3  Objectives,  Scope  and  Definitions  of  IAS  31 

IAS  31  sets  out  the  accounting  requirements  in  relation  to  interests  in  joint  ventures  and  the 
appropriate  recognition  of  joint  venture  assets,  liabilities,  income  and  expenses  in  the  financial 
statements  of  investors.  [IAS  31.1] 

A  joint  venture  is  where  two  or  more  parties  (described  as  venturers)  act  together  under 
contractual  arrangements  to  carry  out  activities  that  are  under  their  joint  control,  i.e.  the 
parties  agree  to  share  control  and  to  require  unanimous  agreement  for  all  strategic  decisions. 
Control  is  the  power  to  govern  the  financial  and  operating  activities  of  an  economic  activity  so 
as  to  obtain  benefits.  An  entity  that  invests  in  a  joint  venture  but  does  not  have  joint  control  is 
known  simply  as  an  'investor'. 

IAS  31  does  not  apply  where  the  venturer  is  a  venture  capital  organisation  or  where  the  joint 
venture  interest  is  owned  by  a  mutual  fund  or  unit  trust  (or  similarly  structured  entity)  and  such 
investments  have  been  accounted  for  under  IAS  39  Financial  instruments:  recognition  and 
measurement.  Under  IAS  39  the  investment  will  be  either  measured  at  fair  value  or  classified 
as  a  financial  asset  'held  for  trading'.  [IAS  31.1] 
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The  presence  of  a  contractual  arrangement  to  share  control  is  the  principal  factor  in 
determining  whether  a  joint  venture  relationship  exists. 


Illustration  1 

An  entity  is  set  up  to  build  a  bridge  over  a  river.  Once  the  bridge  is  built,  the  entity  will  be 
wound  up. 

Ten  contractors  invest  in  the  equity  of  the  entity.  Contractors  1  to  6  own  13%  each  and 
contractors  7  to  10  own  5.5%  each.  There  exists  a  contractual  arrangement  whereby  all  the 
strategic  financial  and  operating  decisions  relating  to  the  bridge  building  project  have  to  be 
taken  unanimously  by  contractors  1  to  3  and  7  to  9. 

Contractors  1  to  3  and  7  to  9  have  joint  control  over  the  joint  venture  entity.  Each  of  them  is 
therefore  a  venturer  in  the  bridge  building  entity.  Contractors  4  to  6  and  10  are  not  involved 
in  the  contractual  arrangement  and  are  therefore  only  investors  in  the  joint  venture. 


There  are  exemptions  from  compliance  with  IAS  31  where  the  joint  venture  investment  is 
classified  as  'held  for  sale'  in  accordance  with  IFRS  5  Non-current  assets  held  for  sale  and 
discontinued  operations  and  should  therefore  be  accounted  for  in  accordance  with  that 
standard.  Where  the  venturer  is  not  required  to  prepare  consolidated  financial  statements 
under  IAS  27  Consolidated  and  separate  financial  statements  it  should  treat  the  joint  venture 
in  accordance  with  IAS  27. 

In  addition,  an  exemption  applies  where  the  venturer  is  a  wholly  owned  subsidiary  (or  partially 
owned  but  the  minority  interest  shareholders  have  been  notified  of  the  intention  not  to  apply 
the  requirements  of  IAS  31  and  they  have  not  objected)  and  the  venturer  does  not  have  debt 
or  equity  instruments  traded  in  a  public  market  (nor  is  in  the  process  of  issuing  debt  or  equity 
in  a  public  market)  and  the  venturer's  parent  prepares  consolidated  financial  statements  that 
are  publicly  available  and  are  prepared  in  accordance  with  IFRS.  [IAS  31.2] 


4  The  Three  Forms  of  Joint  Venture 

In  practical  terms  there  are  a  number  of  forms  a  joint  venture  investment  can  take,  but  IAS  31 
identifies  only  three  broad  types:  jointly  controlled  operations,  jointly  controlled  assets  and 
jointly  controlled  entities. 

4.1  Jointly  controlled  operations 

In  a  jointly  controlled  operation  a  separate  entity  is  not  set  up,  but  the  parties  to  the 
transaction  share  the  activities  that  are  to  be  carried  out.  Effectively,  the  venturers  pool 
resources  and  provide  expertise  to  the  overall  operations. 

Each  venturer  will  use  its  own  property,  plant  and  equipment  in  carrying  out  the  activities  and 
will  incur  its  own  expenses  and  liabilities.  Each  venturer  will  also  be  responsible  for  raising  its 
own  finance.  The  contractual  arrangements  between  the  entities  which  create  this  form  of 
joint  venture  investment  will  normally  set  out  how  the  revenues  and  expenses  will  be  shared. 

The  substance  of  such  an  arrangement  is  that  each  venturer  is  carrying  on  its  own  activities 
as  essentially  a  separate  part  of  its  own  business,  since  there  is  no  separate  entity.  The 
accounting  for  the  joint  venture  should  therefore  reflect  the  economic  substance  of  this 
arrangement  by  recognising  the  assets  that  the  venturer  controls.  The  venturer's  own 
property,  plant  and  equipment  that  it  uses  to  carry  out  activities  of  the  jointly  controlled 
operation,  any  liabilities  that  it  retains  obligation  for  and  the  expenses  that  it  incurs  should  be 
recognised  by  the  entity.  Each  venturer  should  also  recognise  its  share  of  income  generated 
by  the  jointly  controlled  operations. 
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Recognition  of  these  amounts  should  be  included  in  the  individual  entity  financial  statements 
of  each  venturer  because  they  are  part  of  its  activities.  No  further  adjustment  is  therefore 
required  in  the  preparation  of  the  consolidated  financial  statements.  [IAS  31.15] 


Illustration  2 

An  example  of  a  jointly  controlled  operation  is  the  construction  of  a  new  housing  estate  by  a 
number  of  independent  builders  and  specialist  tradesmen,  such  as  carpenters  and 
plumbers.  Each  party  provides  a  predetermined  amount  of  labour  to  the  construction  and  is 
required  to  provide  the  relevant  materials  and  equipment  needed  to  perform  the  work.  Under 
an  agreed  contract,  each  party  will  receive  a  specified  percentage  of  the  revenue  from  the 
sale  of  the  houses.  This  is  an  extension  of  each  party's  normal  operating  activities  and 
should  therefore  be  recorded  in  their  individual  books  and  records  as  such. 


4.2  Jointly  controlled  assets 

A  joint  venture  relationship  may  be  established  through  the  use  of  jointly  controlled  assets 
which  are  used  to  generate  benefits  to  be  shared  by  each  of  the  venturers.  Such 
arrangements  do  not  involve  the  creation  of  a  separate  entity  and  the  assets  may  be  jointly 
owned,  although  the  important  attribute  of  such  an  arrangement  is  that  the  assets  in  question 
are  jointly  controlled. 

Typically  each  venturer  receives  an  agreed  share  of  the  benefits  generated  by  the  operation 
of  the  assets  and  bears  an  agreed  share  of  the  expenses  incurred. 

Each  venturer  in  such  an  arrangement  is  again  essentially  using  the  assets  as  part  of  its 
normal  operating  activities  and  should  therefore  report  them  as  part  of  those  activities  in  its 
individual  financial  statements.  In  particular,  a  venturer  should  recognise  its  share  of  the 
jointly  controlled  assets,  any  liabilities  that  the  entity  has  an  obligation  to  meet  and  a  share  of 
the  liabilities  that  are  jointly  incurred.  Jointly  incurred  expenses  and  a  share  of  the  relevant 
income  and  expenses  that  are  earned  or  incurred  jointly  should  also  be  recognised  by  each 
venturer.  [IAS  31.21] 


Illustration  3 

A  common  use  of  jointly  controlled  assets  is  by  entities  in  the  oil  production  industry. 
Typically,  they  jointly  control  and  operate  an  oil  pipeline.  The  benefit  of  such  an  arrangement 
is  that  only  one  pipeline  is  needed,  with  each  venturer  using  the  pipeline  to  transport  its  own 
supply  of  oil  and  in  return  paying  a  proportion  of  the  running  costs  of  the  pipeline  (i.e.  the 
jointly  controlled  asset). 


No  additional  adjustments  are  required  in  the  preparation  of  the  consolidated  financial 
statements  since  the  individual  entity  financial  statements  of  each  venturer  already  reflect  the 
economic  reality  of  the  arrangements. 

4.3  Jointly  controlled  entities 

The  third  broad  type  of  joint  venture  arrangement  is  a  jointly  controlled  entity.  The  identifying 
factor  in  this  arrangement  is  that  a  separate  legal  entity  is  set  up  with  ownership  being  shared 
by  the  venturers. 

The  separate  entity  may  take  a  number  of  forms.  It  may  be  an  incorporated  entity,  a 
corporation  or  a  partnership.  The  importance  of  the  establishment  of  a  separate  entity  is  that  it 
is  able  to  enter  into  contracts  and  raise  finance  in  its  own  right.  As  a  separate  legal  entity  it 
will  also  have  to  maintain  its  own  accounting  records  and  prepare  and  present  its  own 
financial  statements. 
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A  jointly  controlled  entity  controls  its  own  assets,  incurs  its  own  expenses  and  liabilities  and 
generates  its  own  income.  Each  venturer  will  typically  be  entitled  to  a  predetermined 
proportion  of  the  profits  made  by  the  joint  venture  entity. 


Illustration  4 

Joint  venture  entities  are  often  set  up  to  pool  resources  where  operations  are  very  similar  in 
a  separate  line  of  business.  Assets  are  combined  and  operated  jointly  from  the  joint  venture 
entity.  Such  entities  are  particularly  common  in  the  telecommunications  industry. 


Where  a  venturer  has  an  interest  in  a  jointly  controlled  entity,  it  is  required  to  recognise  in  its 
consolidated  financial  statements  its  share  of  the  entity  either  by  proportionate  consolidation 
or  by  equity  accounting.  Proportionate  consolidation  involves  consolidating  the  venturer's 
share  of  the  individual  line  items  of  the  joint  venture's  financial  statements,  whereas  equity 
accounting  reports  the  change  in  the  venturer's  share  of  the  joint  venture  entity's  net  assets 
each  period.  [IAS  31.30,  31.38] 

4.3.1  Proportionate  consolidation 

Proportionate  consolidation  is  where  the  venturer's  share  of  the  joint  venture's  assets, 
liabilities,  income  and  expenditure  is  combined  line  by  line  with  the  venturer's  own  items. 
[IAS  31.3] 

Proportionate  consolidation  uses  the  principles  used  in  the  full  consolidation  process  required 
by  IAS  27  for  the  reporting  of  subsidiaries.  The  different  proportions  that  are  consolidated  in 
respect  of  a  subsidiary  and  a  joint  venture  represents  the  different  levels  of  control  held  by  the 
parent  entity.  In  a  subsidiary,  the  parent  has  ultimate  control  and  therefore  100%  of  a 
subsidiary's  net  assets  and  results  are  consolidated,  whereas  control  is  shared  in  a  joint 
venture,  so  only  the  venturer's  share  is  consolidated. 

The  venturer  may  present  the  effects  of  proportionate  consolidation  in  one  of  two  ways.  The 
first  is  by  combining  the  proportion  of  the  joint  venture  results  and  financial  position  on  a  line 
by  line  basis  with  that  of  the  venturer's  financial  statements.  This  method  results  in  single 
figures  being  presented  for  each  line  item.  The  alternative  method  is  to  split  each  line  item 
between  that  which  relates  to  the  venturer  and  that  which  represents  the  proportion  of  the 
joint  venture  entity. 

4.3.2  Equity  method 

As  an  alternative  to  proportionate  consolidation,  a  joint  venture  entity  may  be  accounted  for 
by  applying  the  equity  method.  The  equity  method  of  accounting  is  used  to  account  for 
investments  in  associates  under  IAS  28  Investments  in  associates.  It  requires  the  initial 
investment  to  be  recorded  at  cost  and  adjusted  each  period  for  the  venturer's  share  of  the 
change  in  the  net  assets  and  results  of  the  joint  venture  entity.  [IAS  31 .3] 

IAS  31  permits  the  use  of  the  equity  accounting  method  although  it  recommends  the  use  of 
proportionate  consolidation. 

A  venturer  should  cease  accounting  for  a  joint  venture  entity  under  either  method  when  it 
ceases  to  have  joint  control  over  the  joint  venture.  If  the  venturer  obtains  complete  control  of 
the  joint  venture,  then  it  should  be  accounted  for  in  accordance  with  IAS  27  from  that  date. 
[IAS  31.36,  31.41,31.45] 

On  the  date  on  which  an  entity  ceases  to  have  joint  control  over  an  entity,  any  retained 
interest  in  the  investment  should  be  measured  at  fair  value.  At  this  date,  the  investor  should 
also  recognise  in  profit  or  loss  the  difference  between  the  carrying  amount  of  the  investment 
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held  prior  to  the  significant  influence  being  lost  and  the  fair  value  of  any  retained  investment 
plus  any  proceeds  received.  [IAS  31 .45,  31 .45A] 


Illustration  5 

AB  controls  a  number  of  subsidiaries  and  therefore  prepares  consolidated  financial 
statements. 

AB  is  also  a  venturer  in  JV,  a  jointly  controlled  entity  in  which  AB 
share  of  JV  at  a  cost  of  CU1  m  on  the  creation  of  JV.  At  that  time 
CU4m.  Hence,  there  was  no  goodwill  to  be  recognised. 

owns  25%.  AB  acquired  its 
JV  had  net  assets  of 

A  summarised  draft  statement  of  financial  position  of  the  AB  Group  (AB  and  its 
but  not  its  interest  in  JV),  and  JV  is  as  follows: 

subsidiaries, 

AB 

JV 

Non-current  assets 
Property,  plant  and  equipment 
Intangibles 
Investment  in  JV 

group 
CUm 

60 

30 
1 

CUm 

20 
8 

Current  assets 

Inventories 

Other 

Current  liabilities 

50 

80 

(90) 

16 
24 
(36) 

131 

32 

The  equity  in  AB  group  plus  JV  can  be  calculated  as: 

AB  group 

JV  post-acquisition  ((32  -  4)  x  25%) 

CUm 

131 
7 

138 

The  three  layouts  for  the  AB  group  consolidated  statement  of  financial  position  i 
are  as  follows: 

including  JV 

1  Proportionate  consolidation:  line  by  line 

Non-current  assets 

Property,  plant  and  equipment  (60+  (25%  x  20)) 

Intangibles  (30  +  (25%  x  8)) 

CUm 

65 
32 

Current  assets 

Inventories  (50  +  (25%  x16)) 

Other  (80  +  (25%  x  24)) 

Current  liabilities  (90  +  (25%  x  36)) 

54 
86 
(99) 

Equity  -  as  above 

138 

2  Proportionate  consolidation:  share  shown  separately 

Non-current  assets 

Property,  plant  and  equipment                                      own 

JV 

CUm 

60 
5 

CUm 
65 
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Intangibles 

own 

30 

JV 

2 

32 

Current  assets 

Inventories 

own 

50 

JV 

4 

54 

Other 

own 

80 

JV 

6 

86 

Current  liabilities 

own 

(90) 

JV 

J9) 

(99) 

Equity  -  as  above 

138 

3  Equity  method  of  accounting 

CUm 

Non-current  assets 

Property,  plant  and  equipment 

(own) 

60 

Intangibles 

(own) 

30 

Investment  in  JV  (cost  CU1  m  +  share  of 

8 

post-acquisition  increase  in  net  assets 

(per  calculation  of  equity)  CU7m) 

Current  assets 

Inventories 

(own) 

50 

Other 

(own) 

80 

Current  liabilities 

(own) 

(90) 

Equity  -  as  above 

138 

Note  how  the  recognition  using  different  methods  has  a  signi 

ficant  effect  on  the 

presentation 

of  the  financial  position  of  AB. 

5  Other  Points  in  IAS  31 

5.1  Investor's  separate  financial  statements 

An  interest  in  a  jointly  controlled  entity  should  be  accounted  for  in  the  individual  financial 
statements  of  the  venturer  by  applying  the  requirements  of  IAS  27  for  separate  financial 
statements.  [IAS  31 .46] 

5.2  Transactions  between  a  venturer  and  a  joint  venture 

Where  the  venturer  sells  or  contributes  assets  to  a  joint  venture  or  purchases  assets  from  a 
joint  venture,  an  adjustment  should  be  made  for  the  amount  of  any  profit  generated  that 
reflects  a  transaction  internal  to  the  entity.  For  example,  if  a  venturer  sells  an  asset  to  the  joint 
venture  for  a  profit  and  the  asset  continues  to  be  held  by  the  joint  venture,  the  proportion  of 
that  asset  that  is  consolidated  includes  an  element  of  profit  that  was  recorded  by  the  venturer. 
In  such  circumstances  only  the  profit  that  relates  to  the  share  of  the  asset  that  belongs  to  the 
other  venturers  should  be  retained.  [IAS  31.48] 

A  similar  approach  should  be  adopted  for  the  purchase  of  assets  from  the  joint  venture;  its 
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share  of  any  profit  that  has  been  recognised  by  the  joint  venture  should  not  be  recognised  by 
the  venturer  until  the  assets  are  sold  to  an  external  party.  [IAS  31 .49] 

These  adjustments  are  required  for  all  transactions  between  a  venturer  and  a  joint  venture 
regardless  of  the  form  that  the  joint  venture  arrangement  takes;  it  is  not  limited  to  the  creation 
of  a  separate  joint  venture  entity. 

5.3  Operators  of  joint  ventures 

A  common  feature  in  the  contractual  arrangements  for  a  joint  venture  is  to  appoint  a  manager 
of  the  joint  venture  to  act  on  behalf  of  all  the  venturers.  Such  a  manager  is  usually  paid  a  fee. 
Where  such  a  fee  is  received,  it  should  be  treated  in  accordance  with  IAS  18  Revenue. 
[IAS  31.52] 

If  one  of  the  venturers  acts  as  manager,  this  fee  should  be  treated  separately  from  its  share  of 
the  joint  venture  profit  or  loss. 

5.4  Investors  of  a  joint  venture 

An  investor  in  a  joint  venture  arrangement  does  not  share  joint  control  over  the  joint  venture. 
The  investment  should  be  recognised  in  accordance  with  IAS  39  as  a  financial  asset  or,  if  the 
investor  has  'significant  influence'  over  the  policy  decisions  of  the  joint  venture,  as  an 
associate  under  IAS  28.  [IAS  31 .51] 


6  Non-monetary  Contributions  by  Venturers 

IAS  31  requires  that  an  adjustment  is  made  where  transactions  take  place  between  the 
venturer  and  a  joint  venture,  profit  has  been  recognised  and  the  asset  is  still  held  by  one  of 
the  parties.  However,  IAS  31  does  not  specifically  mention  the  treatment  required  where  a 
venturer  contributes  a  non-cash  asset,  such  as  a  piece  of  machinery,  to  a  joint  venture  entity 
in  return  for  equity  in  that  joint  venture.  The  Standing  Interpretations  Committee  issued 
SIC  1 3  Jointly  controlled  entities  -  non-monetary  contributions  by  venturers  to  address  this 
particular  issue. 

The  same  principle  as  described  above  for  the  adjustment  of  transactions  between  the 
venturer  and  the  joint  venture  should  be  applied  in  such  circumstances.  The  venturer  should 
only  recognise  the  gain  or  loss  that  relates  to  the  other  venturer's  share.  The  excluded  part 
represents  a  transaction  by  the  venturer  with  itself.  Additionally,  no  part  of  the  gain  or  loss 
should  be  recognised  where  the  significant  risks  and  rewards  associated  with  the  non-cash 
asset  have  not  been  transferred  to  the  joint  venture  entity,  where  the  amount  cannot  be 
measured  reliably  or  where  the  non-cash  asset  transferred  is  similar,  in  its  nature,  to  that 
contributed  by  the  other  venturers. 


7  The  future  of  IAS  31 

The  IASB  issued  an  Exposure  Draft  on  joint  arrangements  in  September  2007.  It  is  expected 
that  this  will  lead  to  a  replacement  standard  to  IAS  31 ,  rather  than  a  revision  to  IAS  31 ,  in  the 
second  half  of  2008.  The  project  was  undertaken  as  part  of  the  lASB's  project  to  reduce  the 
number  of  differences  between  IFRSs  and  US  generally  accepted  accounting  policies 
(GAAP).  The  objective  of  the  project  is  to  improve  the  accounting  for  joint  arrangements  as 
well  as  improving  the  quality  of  information  being  reported. 

The  current  proposal  is  to  remove  the  option  to  use  proportionate  consolidation  when 
recognising  a  jointly  controlled  entity  and  instead  require  the  use  of  the  equity  method.  The 
proposals  also  consider  the  existing  definition  of  a  joint  venture  and  the  differences  between  a 
joint  venture  entity  and  direct  interests  in  assets  and  liabilities  of  a  joint  arrangement. 
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8  Disclosures 

A  venturer  is  required  to  disclose  a  list  and  description  of  all  significant  joint  ventures  that  it 
has  an  interest  in  and  the  proportion  of  those  interests.  In  addition,  where  joint  venture 
amounts  are  not  reported  separately  in  the  financial  statements,  the  venturer  should  disclose 
the  aggregate  of  its  share  of  current  assets,  long-term  assets,  current  liabilities,  long-term 
liabilities,  income  and  expenditure.  [IAS  31.56] 

The  method  under  which  joint  ventures  have  been  recognised  should  be  clearly  identified  as 
being  either  proportionate  consolidation  or  equity  accounting.  [IAS  31.57] 

In  addition,  a  number  of  disclosures  are  required  in  respect  of  contingent  liabilities  (unless 
they  are  remote)  and  capital  commitments  in  relation  to  the  joint  venture  investment.  These 
disclosures  include  information  not  only  on  the  venturer's  contingent  liabilities  and  capital 
commitments  that  have  arisen  as  a  result  of  the  joint  venture  relationship  but  also  on  its  share 
of  those  amounts  of  the  joint  venture  itself.  [IAS  31 .54,  31 .55] 


9  Chapter  Review 

This  chapter  has  been  concerned  with  the  accounting  requirements  for  investments  which 
give  rise  to  joint  control  over  investees. 

This  chapter  has  covered: 

the  scope  of  IAS  31 ; 

the  definitions:  joint  venture,  joint  control,  jointly  controlled  operations,  jointly 
controlled  assets  and  jointly  controlled  entities; 

the  method  of  accounting  for  each  type  of  joint  venture; 

proportionate  consolidation  and  the  equity  method  for  jointly  controlled  entities; 

adjustments  required  for  transactions  between  the  venturer  and  the  joint  venture;  and 

the  disclosure  requirements  of  IAS  31 . 
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1 0  Self  Test  Questions 
Chapter  35 


Which  of  the  following  methods  of  accounting  for  its  share  of  each  of  the  joint 
venture's  assets  and  liabilities  are  available  to  a  venturer  in  a  jointly  controlled 
entity,  according  to  IAS31  Interests  in  joint  ventures? 

(1)  The  equity  method. 

(2)  Proportionate  consolidation,  combining  its  share  of  each  with  similar 
items  it  controls. 

(3)  Proportionate  consolidation,  showing  separate  line  items  for  its  share 
of  each. 

A  Methods  (2)  and  (3)  only 

B  Methods  (1)  and  (3)  only 

C  Methods  (1)  and  (2)  only 

D  Methods  (1),  (2)  and  (3) 


The  Fluming  Company  and  The  Talgarth  Company  own  60%  and  40% 
respectively  of  the  equity  of  The  Hoophorn  Company.  Fluming  and  Talgarth 
have  signed  an  agreement  whereby  all  the  strategic  decisions  in  respect  of 
Hoophorn  are  to  be  taken  with  the  agreement  of  them  both. 

Are  the  following  statements  true  or  false,  according  to  IAS27  Consolidated 
and  separate  financial  statements,  IAS28  Investments  in  associates  and 
IAS31  Interests  in  joint  ventures? 

(1)  Fluming  should  classify  its  investment  in  Hoophorn  as  an  investment 
in  a  subsidiary. 

(2)  Talgarth  should  classify  its  investment  in  Hoophorn  as  an  investment 
in  an  associate. 

Statement  (l)Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Apple  Company,  The  Berry  Company  and  The  Cherry  Company  own 
30%,  30%  and  40%  respectively  of  the  equity  of  The  Damson  Company. 
Apple  and  Berry  have  signed  an  agreement  whereby  the  strategic  decisions 
in  respect  of  Damson  are  to  be  taken  with  the  agreement  of  both  of  them. 

Are  the  following  statements  true  or  false,  according  to  IAS31  Interests  in  joint 
ventures? 

(1)  Cherry  is  an  investor  in  Damson. 

(2)  Apple  should  account  for  its  share  in  the  profits  of  Damson  by 
reference  to  the  dividends  receivable  from  Damson. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

Are  the  following  statements  in  respect  of  the  conditions  for  joint  control  true 
or  false,  according  to  IAS31  Interests  in  joint  ventures? 

(1)  The  venturers  must  have  a  contractual  arrangement  as  to  how 
strategic  decisions  in  respect  of  a  joint  venture  are  to  be  made. 

(2)  Majority  voting  is  acceptable  for  strategic  decisions  in  respect  of  a  joint 
venture. 

Statement  (l)Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Wyndale  Company  has  correctly  classified  its  investment  in  The  Flask 
Company  as  an  investment  in  a  joint  venture.  Wyndale's  statement  of 
financial  position  shows  debt  of  CU500;  Flask's  statement  of  financial  position 
shows  debt  of  CU700. 

Are  the  following  statements  true  or  false,  according  to  IAS31  Interests  in  joint 
ventures? 

(1)  Retained  earnings  in  Wyndale's  consolidated  statement  of  financial 
position  will  be  the  same,  whether  Wyndale  uses  proportionate 
consolidation  or  the  equity  method  to  account  for  its  interest  in  Flask. 

(2)  Debt  in  Wyndale's  consolidated  statement  of  financial  position  will  be 
the  same,  whether  Wyndale  uses  proportionate  consolidation  or  the 
equity  method  to  account  for  its  interest  in  Flask. 


Statement 

(V 

Statement  (2) 

A 

False 

False 

B 

False 

True 

C 

True 

False 

D 

True 

True 

Are  the  following  statements  about  the  sale  of  a  non-current  asset  by  a 
venturer  to  a  joint  venture  true  or  false,  according  to  IAS31  Interests  in  joint 
ventures? 

(1)  In  all  circumstances  the  venturer  recognises  the  whole  of  any 
impairment  loss  arising. 

(2)  In  all  circumstances  the  venturer  recognises  the  whole  of  any  gain 
arising. 

Statement  (1)         Statement  (2) 

A  False  False 

B  False  True 

C  True  False 

D  True  True 
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The  Smart  Group  comprises  The  Smart  Company  and  its  75%  owned 
subsidiary  The  Krnov  Company.  Smart  also  owns  one  third  of  the  equity  of 
The  Truman  Company  and  has  signed  a  contract  with  the  other  equity 
holders  in  Truman  whereby  all  strategic  financial  and  operating  decisions  in 
respect  of  Truman  require  the  unanimous  consent  of  all  shareholders.  Smart 
uses  proportionate  consolidation  to  account  for  jointly  controlled  entities. 

The  carrying  amounts  of  trade  receivables  in  the  separate  financial 
statements  of  these  companies  at  31  December  20X7  are: 

Smart  CU800.0 

00 

Krnov  CU500.0 

00 

Truman  CU300,0 

00 

In  accordance  with  IAS27,  Consolidated  and  separate  financial  statements 
and  IAS31  Interests  in  joint  ventures,  the  carrying  amount  of  trade  receivables 
in  the  consolidated  financial  statements  of  Smart  should  be 


A 

CU1 ,275 

B 

cm  ,300 

C 

cm  ,400 

D 

cm, 600 

The  Wigwam  Company  has  a  25%  equity  interest  in  The  Tepee  Company 
which  has  been  correctly  classified  as  a  jointly  controlled  entity.  Wigwam 
accounts  for  its  investment  in  Tepee  by  proportionate  consolidation. 

During  the  year  ended  31  December  20X7  Wigwam  sold  goods  to  Tepee  for 
CU160,000.  Tepee  held  these  goods  in  its  inventory  at  31  December  20X7. 
The  goods  had  cost  Wigwam  CU100,000. 

What  amount  in  respect  of  Tepee's  inventories  should  Wigwam  recognise  in 
its  consolidated  statement  of  financial  position  at  31  December  20X7, 
according  to  IAS31  Interests  in  joint  ventures? 

A        cmoo.ooo 

B  CU25.000 

C  CU36.250 

D  CU160.000 
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Chapter  36 

FIRST  TIME  ADOPTION 


1  Business  Context 

Any  change  in  the  use  of  an  accounting  framework  is  likely  to  cause  entities  transitional 
problems  as  they  change  from  one  set  of  standards  to  another.  The  purpose  of  I  FRS  1  First- 
time  adoption  of  international  financial  reporting  standards  is  to  establish  common  guidelines 
and  practices  for  entities  preparing  their  financial  statements  for  the  first  time  in  accordance 
with  International  Financial  Reporting  Standards  (IFRS). 

IFRS  1  is  essentially  a  road  map  of  how  to  move  from  the  preparation  of  financial  statements 
using  local  Generally  Accepted  Accounting  Practices  (GAAP)  to  using  international  standards; 
it  reduces  uncertainty  for  users  of  financial  statements  and  aids  transparency.  In  particular, 
IFRS  1  means  that  there  will  be  a  clear  distinction  between  changes  in  reported  earnings 
arising  from: 

■  the  underlying  economic  activity;  and 

■  changes  in  accounting  recognition  and  measurement  criteria. 


2  Chapter  Objectives 

On  completion  of  this  chapter  you  should  be  able  to: 

■  understand  the  scope  and  objectives  of  IFRS  1 ; 

■  understand  the  key  recognition  and  measurement  criteria  in  IFRS  1 ;  and 

■  demonstrate  knowledge  of  the  key  disclosure  and  presentation  issues  associated 
with  using  international  standards  for  the  first  time. 

3  Objectives,  Scope  and  Definitions  of  IFRS  1 

The  objective  of  IFRS  1  is  to  ensure  that  an  entity's  first  IFRS  financial  statements  (and  its 
interim  financial  reports  for  any  part  of  the  period  covered  by  those  financial  statements) 
contain  high  quality  information  that  is  transparent  for  users  whilst  ensuring  that  comparability 
has  not  been  undermined.  IFRS  1  includes  a  number  of  choices  that  an  entity  can  make; 
although  the  provision  of  such  choices  reduces  comparability,  the  IASB  decided  that  the  cost 
of  preparing  transitional  information  in  an  entity's  first  IFRS  financial  statements  should  not 
outweigh  the  potential  benefit  of  including  such  information. 

IFRS  1  applies  to  the  preparation  of  an  entity's  first  financial  statements  that  are  being 
prepared  in  accordance  with  IFRS.  In  addition,  any  interim  financial  reports  prepared  for  part 
of  the  period  covered  by  an  entity's  first  IFRS  financial  statements  should  also  be  prepared 
according  to  the  transitional  requirements  of  IFRS  1 . 

An  entity's  first  IFRS  financial  statements  are  the  first  annual  financial  statements  in  which  an 
entity  fully  adopts  IFRS.  An  explicit  and  unreserved  statement  of  compliance  with  IFRS 
should  be  made  in  those  financial  statements.  If  an  entity  is  already  applying  IFRS  but  makes 
changes  to  its  accounting  policies,  it  should  follow  IAS  8  Accounting  policies,  changes  in 
accounting  estimates  and  errors  and  not  IFRS  1 . 
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4  Recognition  and  Measurement 

4.1  Reporting  requirements  in  the  year  of  adoption 

An  entity  should  prepare  and  present  an  opening  IFRS  statement  of  financial  position  at  the 
date  of  its  transition  to  IFRSs.  This  is  the  beginning  of  the  earliest  period  for  which 
comparative  financial  information  is  presented  and  is  the  starting  point  for  its  adoption  of 
IFRS. 

An  entity  should  choose  its  accounting  policies  based  on  the  latest  versions  of  international 
standards  current  at  its  reporting  date  for  the  end  of  its  first  financial  statements  i.e.  the  end  of 
the  latest  period  covered  by  its  first  IFRS  financial  statements.  Once  selected,  these 
accounting  policies  should  be  applied  to  all  periods  reported.  Earlier  versions  of  standards 
should  not  be  used  in  the  comparative  periods.  The  latest  standards  are  used  since  these 
contain  the  most  up  to  date  requirements  and  therefore  provide  the  best  accounting 
treatment.  [IFRS  1.7] 


Illustration  1 

An  entity  has  a  31  December  accounting  year  end  and  intends  to  prepare  its  financial 
statements  to  comply  with  IFRS  for  the  first  time  in  the  year  to  31  December  2008.  The 
entity  reports  one  year  of  comparative  information. 


Comparative  year 
2007 


First  year  of  application 
2008 


1/1/2007  31/12/2007 

The  date  of  transition  to  IFRS  is  1  January  2007. 


31/12/2008 


The  'opening  IFRS  statement  of  financial  position'  at  1  January  2007  should  be  restated  in 
accordance  with  IFRS  current  at  31  December  2008,  as  the  basis  for  the  2007  comparative 
information. 


Subject  to  some  exemptions,  which  are  mentioned  briefly  later,  an  entity  should  restate 
information  on  an  IFRS  basis  as  if  the  entity  had  always  followed  international  standards. 


Action 

Example 

Recognise  all  assets  and  liabilities  as 
required  by  IFRS.  This  may  require  the 
recognition  of  items  not  previously 
recognised. 

Development  costs  expensed  in  profit  or  loss 
under  local  GAAP  may  need  to  be  capitalised 
if  they  meet  IFRS  recognition  criteria. 

Derecognition  of  assets  and  liabilities  that 
do  not  meet  IFRS  recognition  criteria  but 
have  been  recognised  under  existing  GAAP. 

General  provisions  previously  recognised 
under  an  entity's  local  GAAP  may  not  be 
permitted  under  IAS  37  Provisions, 
contingent  liabilities  and  contingent  assets. 

Reclassification  of  items  recognised  under 
previous  GAAP  as  one  type  of  asset,  liability 
or  component  of  equity  under  a  different 
classification. 

Redeemable  preference  shares  currently 
classified  as  equity  may  need  to  be 
reclassified  as  liabilities. 
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Action 

Example 

Apply  IFRS  in  measuring  all  recognised 
assets  and  liabilities.  This  may  result  in  the 
restatement  of  the  carrying  amount  of 
assets  and  liabilities. 

Deferred  tax  balances  may  have  been 
discounted  to  present  value  under  an  entity's 
local  GAAP.  IAS  12  Income  taxes  does  not 
permit  the  discounting  of  deferred  tax  and 
therefore  the  amount  will  need  to  be 
remeasured  on  an  undiscounted  basis. 

Illustration  2 

An  entity  is  a  first-time  adopter  of  IFRS.  It  has  previously  reported  under  local  generally 
accepted  accounting  practices  (local  GAAP).  The  entity  has  identified  the  following  items  as 
requiring  a  different  treatment  in  the  opening  IFRS  statement  of  financial  position. 

1 .  An  intangible  asset  acquired  two  years  ago  which  was  not  recognised  as  an  asset 
under  local  GAAP  but  which  meets  IFRS  recognition  criteria.  The  asset  should  be 
recognised  in  the  opening  IFRS  statement  of  financial  position. 

2.  Development  costs  recognised  under  local  GAAP  in  the  opening  statement  of  financial 
position  do  not  meet  IFRS  recognition  criteria.  The  development  costs  should  be 
removed  from  the  opening  IFRS  statement  of  financial  position. 


4.2  Exemptions 

As  explained  above,  on  first  time  adoption  of  IFRS  an  entity  is  required  to  restate  its  results  as 
if  it  had  always  followed  international  standards.  A  number  of  exemptions  are,  however, 
permitted  on  a  cost  /  benefit  basis,  i.e.  where  the  cost  of  preparing  such  information  is  likely  to 
be  in  excess  of  any  benefit  achieved  from  restating  it. 

There  is  a  risk  that  when  information  is  restated,  the  outcome  of  subsequent  events  which 
affect  restated  items  is  used  to  refine  that  information.  This  is  discussed  further  below  in 
relation  to  the  use  of  estimation  techniques.  IFRS  1  includes  a  number  of  prohibitions  on  the 
use  of  retrospective  application  where  this  is  thought  to  be  a  particular  issue. 

The  exemptions  in  IFRS  1  are  briefly  set  out  below. 

■  Business  combinations  -  an  exemption  from  having  to  apply  IFRS  3  Business 
combinations  to  all  past  business  combinations  is  provided.  An  entity  is  however 
permitted  to  apply  IFRS  3  to  a  past  business  combination  but  if  it  does  so,  then  all 
subsequent  combinations  should  be  restated  under  IFRS  3. 

■  Fair  value  or  revaluation  as  deemed  cost  -  an  entity  adopting  the  cost  model  for 
property,  plant  and  equipment  under  IAS  16  Property,  plant  and  equipment  is 
permitted  to  use  fair  value  at  the  date  of  transition  to  IFRS.  This  value  is  then  'frozen' 
(becomes  deemed  cost)  within  the  IFRS  financial  statements.  This  approach  is  also 
permitted  for  investment  properties  and  intangible  assets.  A  past  valuation  may  also 
be  used  as  deemed  cost  provided  that  it  is  broadly  similar  to  fair  value  (or  depreciated 
cost). 

■  Employee  benefits  -  an  entity  is  not  required  to  split  out  all  past  actuarial  gains  and 
losses  in  a  retirement  benefit  plan  since  it  was  created,  even  if  it  is  going  to  use  what 
is  essentially  a  deferral  method  for  future  gains  and  losses  (known  as  the  "corridor" 
approach)  in  IAS  19  Employee  benefits. 

■  Cumulative  translation  differences  -  IAS  21  The  effects  of  changes  in  foreign 
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exchange  rates  requires  an  entity  to  identify  translation  differences  that  have  not 
been  reported  in  profit  or  loss,  for  later  recognition.  The  exemption  permits  all  such 
translation  differences  to  be  deemed  to  be  zero  at  the  date  of  transition. 

■  Compound  financial  instruments  -  a  compound  financial  instrument  is  one  which  has 
attributes  of  both  a  liability  and  equity.  International  standards  require  that  the  two 
elements  are  separated;  the  exemption  does  not  require  the  separation  where  the 
liability  element  is  no  longer  outstanding. 

■  Timing  of  adoption  in  groups  -  where  a  parent  and  its  subsidiaries  adopt  international 
standards  at  different  times,  elections  are  permitted  that  simplify  the  adoption  process 
in  the  subsidiaries'  separate  financial  statements. 

In  December  2007  an  Exposure  Draft  was  published  setting  out  an  exemption  in  relation  to 
the  requirements  of  IAS  27  Consolidated  and  separate  financial  statements.  Where  an  entity 
is  required  to  present  separate  financial  statements  in  accordance  with  IAS  27,  the  Exposure 
Draft  proposes  that  deemed  cost  may  be  used  to  recognise  its  investments  in  subsidiaries, 
associates  and  jointly  controlled  entities.  Deemed  cost  may  be  either  fair  value  or  the 
previous  GAAP  carrying  amounts  at  the  entity's  date  of  transition  to  IFRS. 

4.3  Estimates 

Once  an  entity  has  chosen  its  IFRS  accounting  policies,  it  may  need  to  revisit  estimates  that 
were  made  under  its  previous  accounting  framework.  The  entity  should  consider  whether 
such  estimates  meet  the  measurement  criteria  under  international  standards.  In  reassessing 
estimates,  an  entity  should  not  take  into  account  information  that  has  come  to  light  since  the 
relevant  financial  statements  were  prepared.  For  example,  an  entity  should  make  estimates 
under  IFRS  at  the  date  of  transition  to  IFRS  as  if  they  had  been  calculated  using  IFRS  at  the 
date  of  their  original  assessment.  Subsequent  information  should  be  considered  in  the  same 
way  as  non-adjusting  events  under  IAS  1 0  Events  after  the  reporting  period  unless  there  is 
evidence  that  the  original  estimates  contained  errors.  [IFRS  1.31] 

New  estimates  may  need  to  be  made  at  the  date  of  transition  to  IFRS.  Where  this  is  the  case, 
these  estimates  should  be  made  based  on  information  that  existed  at  the  date  of  transition. 


5  Presentation  and  Disclosure 

5.1  Comparative  information 

To  comply  with  IAS  1  Presentation  of  financial  statements  an  entity  is  required  to  report  at 
least  one  year  of  comparative  information. 

Entities  may  have  presented  historical  summaries  of  financial  information  for  periods  before 
the  first  period  for  which  full  comparative  information  is  presented,  for  example  a  three  or  five 
year  summary  statement  of  comprehensive  income.  Such  summaries  are  not  required  to  be 
restated  to  comply  with  the  recognition  and  measurement  requirements  of  IFRS.  However, 
where  such  summaries  are  presented  and  have  not  been  restated  under  IFRS,  the 
information  should  be  clearly  identified  as  being  prepared  under  a  different  accounting 
framework.  Although  it  is  not  necessary  to  restate  this  information,  the  main  adjustments  that 
would  be  required  if  it  were  restated  under  IFRS  should  be  identified  and  explained.  No 
quantification  is  necessary. 

5.2  Explanation  of  transition 

An  entity  should  explain  how  the  transition  from  its  previous  GAAP  to  IFRS  has  affected  the 
financial  statements  in  relation  to  its  financial  performance  and  position  and  cash  flows. 
[IFRS  1.38] 
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5.2.1  Reconciliations 

To  assist  with  the  requirement  to  explain  the  transition  in  an  entity's  first  IFRS  financial 
statements,  an  entity  is  required  to  present  a  number  of  reconciliations;  these  include: 

■  a  reconciliation  of  equity  reported  under  previous  GAAP  to  that  reported  under  IFRS 
at  the  date  of  transition  to  IFRS.  In  addition,  a  reconciliation  of  equity  should  be 
provided  for  the  previously  reported  figures  that  were  for  the  latest  period  presented 
in  the  entity's  most  recent  annual  financial  statements  under  previous  GAAP  to  IFRS. 
For  example,  for  an  entity  that  adopts  IFRS  for  the  first  time  in  its  financial  statements 
for  the  year  to  31  December  2008  and  presents  one  year  of  comparative  information, 
a  reconciliation  of  its  equity  as  at  1  January  2007  and  31  December  2007  should  be 
presented; 

■  a  reconciliation  to  its  total  comprehensive  income  under  IFRSs  for  the  latest  period  in 
the  entity's  most  recent  annual  financial  statements.  The  starting  point  for  that 
reconciliation  should  be  total  comprehensive  income  under  previous  GAAP  for  the 
same  period.  Using  the  example  above,  this  will  be  a  reconciliation  for  the  period 
ending  31  December  2007; 

■  where  the  entity  reported  a  statement  of  cash  flows  under  previous  GAAP,  the  main 
adjustments  made  to  restate  the  comparatives  should  be  explained;  and 

■  additional  disclosures  should  be  presented  in  relation  to  any  impairment  losses  (i.e. 
the  reduction  in  an  asset's  recoverable  amount  below  its  carrying  amount)  or 
reversals  of  impairment  losses  recognised  for  the  first  time  when  preparing  its 
opening  IFRS  statement  of  financial  position. 


6  Chapter  Review 

This  chapter  has  been  concerned  with  the  procedures  necessary  in  the  introduction  of  IFRS 
for  the  first  time. 

This  chapter  has  covered: 

■  the  objectives  and  scope  of  IFRS  1 ; 

■  the  key  recognition  and  measurement  criteria  in  IFRS  1 ;  and 

■  the  key  disclosure  and  presentation  issues  in  adopting  IFRS  for  the  first  time. 
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7  Self  Test  Questions 
Chapter  36 

1 .  An  entity  that  presents  its  first  IFRS  financial  statements  is  known  as 

A  an  originating  entity 

B  a  provisional  presenter 

C  a  first-time  adopter 

D  an  initial  reporter 


An  entity's  statement  of  financial  position  (published  or  unpublished)  at  the 
date  of  transition  to  IFRSs  is  best  described  as  the 

(select  one  answer) 

A  provisional  IFRS  statement  of  financial  position 

B  closing  GAAP  statement  of  financial  position 

C  opening  IFRS  statement  of  financial  position 

D  originating  IFRS  statement  of  financial  position 


Which  of  the  following  statements  best  describes  the  date  of  transition  to 
IFRSs? 

A  The  beginning  of  the  latest  period  presented  in  the  entity's  most  recent 

annual  financial  statements  under  previous  GAAP 
B  The  end  of  the  latest  period  presented  in  the  entity's  most  recent 

annual  financial  statements  under  previous  GAAP 
C  The  beginning  of  the  earliest  period  for  which  an  entity  presents  full 

comparative  information  under  IFRSs  in  its  first  IFRS  financial 

statements 
D  The  end  of  the  earliest  period  for  which  an  entity  presents  full 

comparative  information  under  IFRSs  in  its  first  IFRS  financial 

statements 
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The  Marsh  bird  Company  is  preparing  financial  statements  to  30  June  each 
year.  It  has  decided  to  adopt  IFRS  and  its  first  fully  compliant  financial 
statements  will  be  for  the  year  ending  30  June  20X9. 

According  to  IFRS1  First-time  adoption  of  international  financial  reporting 
standards,  which  IFRSs  should  be  used  when  preparing  the  opening  IFRS 
statement  of  financial  position  and  the  comparative  figures  for  the  year  ended 
30  June  20X8? 

A  Those  IFRSs  in  existence  at  30  June  20X7 

B  Those  IFRSs  in  existence  at  30  June  20X9 

C  For  the  opening  IFRS  statement  of  financial  position,  the  IFRSs  in 

existence  at  30  June  20X7  and  for  the  year  ended  30  June  20X8,  the 

IFRSs  in  existence  at  30  June  20X8 
D  Those  IFRSs  in  existence  at  30  June  20X8 


The  Monkman  Company  has  prepared  the  following: 

20X5       Financial  statements  for  the  year  ended  30  September  20X5,  which 
comply  with  all  IFRSs  in  existence  at  that  date,  except  that  where 
local  GAAP  has  differing  standards  the  local  standards  have  been 
used. 

20X6       Financial  statements  for  the  year  ended  30  September  20X6,  which 
comply  with  some,  but  not  all,  IFRSs  in  existence  at  that  date. 

20X7       Financial  statements  for  the  year  ended  30  September  20X7,  which 
comply  with  all  IFRSs  in  existence  at  that  date.  It  includes  an  explicit 
statement  that  it  has  applied  all  IFRSs.  The  comparatives  are  what 
was  shown  in  the  previous  year's  financial  statements. 

20X8        Financial  statements  for  the  year  ended  30  September  20X8  and  the 
comparatives  for  the  previous  year  which  comply  with  all  IFRSs  in 
existence  at  30  September  20X8.  It  includes  an  explicit  statement 
that  it  has  applied  all  IFRSs. 

According  to  IFRS1  First-time  adoption  of  international  financial  reporting 
standards,  statements  for  which  year  are  considered  to  be  Monkman's  first 
IFRS  financial  statements? 

A  20X5 

B  20X6 

C  20X7 

D  20X8 
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Chapter  37 

SOLUTIONS  TO  SELF  TEST  QUESTIONS 

Chapter  1 

Question  1  -A 

Both  statements  are  false. 

The  Norwalk  agreement  was  between  IASB  and  the  FASB,  in  which  both 
parties  pledged  to  use  their  best  efforts  to  make  their  financial  reporting 
standards  compatible  as  soon  as  practically  possible  and  coordinate  their 
activities  so  that,  once  achieved,  compatibility  is  maintained. 

Question  2  -  A  &  C 

The  SAC  and  the  IASCF  are  completely  independent  of  the  European 
Commission. 

Question  3  -  C 

The  correct  answer  is  the  Accounting  Regulatory  Committee  (ARC). 

Question  4  -A 

IFRIC  is  the  correct  answer.  See  the  IASB  Constitution  para  36  for  the 
complete  role  undertaken  by  IFRIC. 

Question  5  -A&  B 

IFRIC  and  SAC  are  the  correct  answers  per  the  IASB  Constitution  para  33 
and  para  37. 

Question  6  -  C 

EFRAG  is  the  correct  answer. 

The  body  responsible  for  endorsement  is  the  ARC.  Technical  reviews  are 
received  from  EFRAG,  a  group  composed  of  accounting  experts  from  the 
private  sector,  the  accounting  profession  and  national  standard  setters. 

Question  7  -  B  &  C 

"Newly  identified  financial  reporting  issues  not  specifically  addressed  in 
IFRSs"  and  "Issues  where  unsatisfactory  or  conflicting  interpretations  have 
developed,  or  seem  likely  to  develop"  are  the  correct  answers. 

The  IASC  constitution  para  36  provides  guidance. 
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Question  8  -  C 


It  is  true  that  the  Norwalk  agreement  between  the  IASB  and  FASB  was  a 
commitment  towards  harmonisation. 

IOSCO  represents  securities  organisations  and  does  not  require  mandatory 
compliance  with  IFRS. 

Question  9  -  B  &  C 

The  correct  answers  are  "To  promote  the  use  and  rigorous  application..."  and 
"To  work  actively  with  national  standard  setters". 

See  Preface  para  6. 

Chapter  2 

Question  1  -  D 

The  correct  answer  is  "A  present  obligation  of  the  entity  arising  from  past 
events",  as  defined  in  para  49(b)  of  the  Framework. 

Question  2  -  D 

Both  definitions  are  correct  in  that  profit  is  the  residual  amount  that  remains 
after  expenses  have  been  deducted  from  income  and  is  also  any  amount  over 
and  above  that  required  to  maintain  the  capital  at  the  beginning  of  the  period. 

The  definitions  are  consistent  since  the  first  is  by  reference  to  the  statement 
of  financial  performance  and  the  second  is  by  reference  to  the  statement  of 
financial  position,  and  profit  appears  in  both  statements.  Framework  para  105 
expands  on  this. 

Question  3-D 

The  correct  answer  is  "The  assets,  liabilities  and  equity  of  an  entity". 

Financial  position  refers  to  the  elements  of  assets,  liabilities  and  equity. 
Measurement  of  performance  refers  to  income  and  expenses  (Framework 
para  47). 

Question  4  -  B 

The  correct  answer  is  "The  ability  of  the  entity  to  continue  in  operation  for  the 
foreseeable  future". 

See  para  23  of  the  Framework. 

Entities  may  have  sufficient  reserves  to  continue  in  the  face  of  losses  or 
negative  net  current  assets. 
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Question  5  -  B 


The  correct  answer  is  "Financial  position"  {Framework  para  49).  The 
elements  of  financial  position  are  an  entity's  assets,  liabilities  and  equity. 

Question  6  -  D 

The  correct  answer  is  "Current  cost"  {Framework  para  100)  that  describes  an 
asset's  amount  recorded  in  the  statement  of  financial  position  in  terms  of  the 
costs  of  acquiring  an  equivalent  asset. 

Question  7  -A 

The  correct  answer  is  drawn  from  para  25  of  the  Framework. 

Question  8  -  D 

The  Framework  (para  36)  refers  to  information  in  financial  statements  as 
being  neutral  if  it  is  free  from  bias.  Bias  is  defined  as  information  being 
presented  that  attempts  to  predetermine  a  reader's  decision  or  judgement 
arising  from  the  financial  statements. 

Question  9  -  B 

The  correct  answer  is  "Realisable  value"  as  defined  in  the  IASB  Framework 
para  100(c). 

Question  10  -A 

"Accrual  basis..."  is  the  correct  answer. 

Framework  para  22  states  "Under  this  basis  events  are  recognised  when  they 
occur  and  not  as  cash  or  its  equivalent  is  received  or  paid". 

Question  11  -  C 

"Freedom  from  material  error"  is  the  correct  answer. 

Framework  para  31  states  "Information...  [is  reliable]  when  it  is  free  from 
material  error  and  bias". 

Question  12  -C 

"Relevant"  is  the  best  answer.  Framework  para  26  states  "To  be  useful, 
information  must  be  relevant  to  the  decision-making  needs  of  users". 

Question  13  -C 

"Recognition  is  the  process  of  incorporating  in  the  financial  statements..."  is 
true. 

"Recognition  is  the  process  of  determining  the  amounts..."  is  false. 

See  the  Framework  paras  82  and  99 
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Question  14-  A&C 

The  correct  answers  are  "A  loss  on  the  disposal  of  a  non-current  asset" 
{Framework  para  80)  and  "A  decrease  in  economic  benefits  during  the 
accounting  period"  {Framework  para  79). 

Distributions  to  shareholders  are  specifically  excluded  by  para  70(b)  of  the 
Framework  from  being  part  of  an  expense.  A  reduction  in  income  is  not  an 
expense. 

Question  15  -  B 

The  Preface  to  IFRS  para  14  states  that  bold  type  indicates  the  main 
principles  but  that  bold  and  plain  type  have  equal  authority. 

Question  16  -  A&  B 

Para  1 1  of  the  Preface  includes  accounting  policies  and  a  cash  flow 
statement  as  part  of  the  financial  statements. 

Question  17  -A 

Both  statements  are  false,  as  specified  in  para  2  of  the  IASB  Framework. 

Question  18  -C  &  D 

The  IASB  Framework  identifies  going  concern  and  accrual  basis  as  its 
underlying  assumptions  (paras  22  and  23). 

Question  19  -B  &  C 

The  correct  answers  are  that  primary  responsibility  for  the  financial 
statements  rests  with  management  and  that  financial  statements  must  not 
avoid  complex  issues  for  the  sake  of  understandability. 

See  Framework  para  1 1  for  responsibility  for  preparation  of  financial 
statements  and  para  25  for  complex  transactions. 

Question  20  -  B  &  D 

The  IASB  Framework  identifies  understandability  and  relevance  as  two  of  the 
four  principal  qualitative  characteristics  (para  24).  Accrual  and  going  concern 
are  underlying  assumptions. 

Question  21  -  B 

The  IASB  Framework  para  5  deals  with  objectives  and  qualitative 
characteristics. 

Question  22  -  B  &  C 

The  correct  answer  is  "Determining  the  basis  of ...  "  and  "Reviewing  broad 
strategic  issues..."  per  para  16  of  its  Constitution 
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Question  23  -  A  &  D 

The  correct  answers  are  "Establishing  an  advisory  committee  to  give  advice" 
and  "Developing  and  publishing  a  discussion  document  for  public  comment" 
per  para  18  of  the  IFRS  Preface. 


Chapter  3 

Question  1  -  C 

Materiality  of  items  depends  on  their  influence  on  users'  economic  decisions. 
Materiality  of  an  item  depends  on  its  relative,  not  absolute,  size. 

See  IAS1  para  7. 

Question  2  -  C  &  D 

IAS1  para  103  states  that  notes  "...disclose  information  ...  not  presented 
elsewhere  in  the  financial  statements." 

Question  3  -A 

A  loss  on  disposal  of  assets  is  recognised  in  the  statement  of  comprehensive 
income  because  IAS16  Property,  plant  and  equipment  does  not  permit 
otherwise  (IAS1  para  88). 

Dividends  paid  are  recognised  in  the  statement  of  changes  in  equity  (IAS1 
para  106). 

Question  4  -  C 

Provisions  should  be  recognised  in  the  statement  of  financial  position  (IAS1 
para  54). 

A  gain  is  part  of  income  which  should  be  recognised  in  the  statement  of 
comprehensive  income  (IAS1  para  81). 

Question  5  -A&C 

The  correct  answers  are  Investment  property  and  Provisions.  See  IAS1  para 
54. 

The  information  about  the  number  of  shares  authorised  and  own  shares  held 
may  be  presented  in  the  statement  of  financial  position,  the  statement  of 
changes  in  equity  or  the  notes  (IAS1  para  79). 

Question  6  -A&  D 

The  correct  answers  are  Cash  and  cash  equivalents  and  Deferred  tax.  See 
IAS1  para  54. 

Analysis  by  class  may  be  presented  in  the  notes  (IAS1  para  78). 
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Question  7  -  B  &  D 

IAS1  para  10  lists  the  statements  that  must  be  presented. 

Question  8  -  D 

Biological  assets  should  appear  in  the  statement  of  financial  position  (IAS1 
para  54). 

IAS1  para  79  governs  the  presentation  of  the  number  of  shares  authorised. 

Question  9  -  D 

A  statement  of  changes  in  equity  should  always  be  presented,  per  IAS1  para 
106. 

Question  10  -D 

Cash  that  is  restricted  from  being  used  in  the  settlement  of  a  liability  for  at 
least  12  months  after  the  reporting  period  should  be  classified  as  a  non- 
current  asset  per  IAS1  para  66(d). 

Question  11  -A 

Employment  taxes  that  are  due  for  settlement  in  15  months  would  be 
classified  as  a  current  liability  as  they  are  part  of  the  entity's  normal  operating 
cycle  per  paras  69  and  70  of  IAS1 . 

Question  12  -C 

Because  Oakes  both  has  the  right  to  roll  over  the  loan  beyond  12  months  for 
the  end  of  the  reporting  period  and  intends  to  roll  it  over,  it  should  be 
presented  as  a  non-current  liability  per  para  73  of  IAS1 . 

Chapter  4 

Question  1  -  B 

It  is  true  that  changes  in  accounting  estimates  arise  from  new  information  or 
new  developments,  per  IAS8  para  5. 

IAS8  para  36  requires  changes  in  accounting  estimates  to  be  recognised 
prospectively,  not  retrospectively. 

Question  2  -  A  &  C 

IAS8  para  5  defines  prospective  application  as 

(i)  applying  a  new  accounting  policy  to  transactions  occurring  after  the  date  at 

which  the  policy  changed 

(ii)  recognising  a  change  in  an  accounting  estimate  in  the  current  and  future 

periods  affected  by  the  change. 
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Question  3  -A 

The  correct  answer  is  "Retrospective  application". 

IAS8  para  5  gives  definitions. 

Question  4  -  B 

IAS8  para  14  specifies  the  criteria  under  which  changes  in  accounting  policy 
are  allowed. 

A  change  is  only  allowed  if  the  change  will  result  in  providing  reliable  and 
more  relevant  information  or  is  required  by  an  IFRS  or  an  IFRIC 
interpretation. 

Question  5  -  B  &  C 

IAS8  para  14  limits  changes  in  accounting  policy  to  changes  made  arising 
from  new  standards  or  made  to  provide  more  relevant  information. 

Para  16  specifies  that  new  policies  to  deal  with  new  or  different  transactions 
are  not  changes  in  policies. 

Question  6  -  C 

Per  IAS8,  a  new  method  of  calculating  the  provision  for  uncollectible 
receivables  is  a  change  in  an  accounting  estimate  (para  32),  while  the 
measurement  of  investment  properties  falls  within  the  definition  of  an 
accounting  policy  (para  5). 

Question  7  -A 

The  correct  answer  is  CU60,000.  IAS8  para  32's  list  of  examples  of  changes 
in  accounting  estimates  includes  inventory  obsolescence. 

Question  8  -  C 

Prior  period  errors  should  be  corrected  by  retrospective  restatement,  per  IAS8 
paras  5  and  42.  Closing  inventory  at  31  December  20X6  should  be  reduced 
by  CU200,000  and  closing  inventory  at  31  December  20X5  by  CU120,000. 
The  net  effect  on  the  profit  for  the  year  ended  31  December  20X6  is  to  reduce 
it  by  the  net  change  in  20X6,  so  CU80,000. 

Question  9  -  D 

Per  IAS8  para  42  a  correction  of  a  material  error  should  be  applied 
retrospectively  by  restating  the  opening  balances  of  assets,  liabilities  and 
equity  for  the  earliest  prior  period  presented. 

Question  10  -D 

Inventory  obsolescence  is  one  of  the  examples  in  IAS8  para  32  of  a  change 
in  accounting  estimate  which  should  be  accounted  for  prospectively  in  the 
period  of  change,  per  IAS8  para  36. 
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Question  11  -  B 


The  inventory  adjustment  is  made  to  reduce  earnings  retrospectively  because 
it  was  an  error  (IAS8  para  42),  but  the  receivables  write-off  is  a  change  in 
accounting  estimate,  adjusted  prospectively  (IAS8  para  36). 


Question  12  -A 


Prior  period  errors  should  be  corrected  by  retrospective  restatement,  per  IAS8 
paras  5  and  42.  Closing  inventory  at  31  December  20X6  should  be  reduced 
(reducing  20X6  profit)  and  opening  inventory  at  1  January  20X7  should  be 
reduced  (increasing  20X7  profit.) 


Chapter  5 

Question  1  -A&C 


IAS18  para  24  permits  surveys  of  work  performed  and  costs  incurred  to  date 
as  methods  of  apportioning  revenue  on  service  contracts. 

Question  2  -  A  &  D 

The  correct  answers  are  "The  amount  of  revenue  can  be  measured  reliably" 
and  "The  costs  incurred  for  the  transaction  and  the  costs  to  complete  the 
transaction  can  be  measured  reliably". 

IAS18  para  20  covers  the  recognition  of  services  transactions. 

Question  3  -A&  B 

The  choices  consistent  with  para  14  of  IAS18  are  that  managerial  control  over 
the  goods  sold  has  been  relinquished  and  revenue  can  be  reliably  measured. 

Question  4  -  D 

The  correct  answers  are  CU200,000  and  CU30,000. 

See  IAS18  para  8.  In  this  example  Ordessos  recognises  as  revenue  the  full 
amount  supplied  to  the  agent.  The  agent  recognises  the  amount  of 
commission. 

Question  5  -  B 

The  correct  answer  is  found  by  discounting  the  value  of  the  sale  by  one  year 
at  the  imputed  rate  of  interest,  i.e.  CU8,000  / 1 .09. 


See  IAS  18  para  11. 
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Question  6  -  C 


Under  IAS18  para  14  revenue  from  the  sale  of  goods  should  be  recognised 
when  the  significant  risks  and  rewards  of  ownership  have  been  transferred  to 
the  buyer  and  the  seller  no  longer  retains  management  involvement  in,  or 
control  over,  the  goods.  Little  should  recognise  revenue  on  1  August  20X7 
when  it  has  completed  the  installation. 

Question  7  -A 

The  period  of  the  contract  to  date  is  3  months.  Revenue  is  apportioned  over 
the  life  of  the  contract.  Thus  the  correct  answer  is  to  allocate  3/12ths  of  one 
quarter  of  the  projected  revenue. 

See  IAS  18  paras  20-21. 

Question  8  -  B 

Para  26  of  IAS18  states  that  if  the  outcome  of  a  services  contract  cannot  be 
estimated  reliably,  revenue  should  be  recognised  to  the  extent  that  expenses 
are  recoverable. 

Question  9  -A 

The  correct  answer  is:  Revenue  CU1 08,000,  Interest  income  CU12,000. 

IAS18  para  11  covers  deferred  income.  In  this  example  the  revenue  is  the 
value  at  the  time  of  supply,  July  20X7.  Therefore  the  interest  is  the  amount  of 
the  payment  in  full  in  July  20X8  less  the  offered  cash  payment  price  at  July 
20X7. 

Question  10  -C 

Under  IAS1 8  Appendix  A  para  1 1  a  selling  price  which  includes  an  amount  for 
after-sales  support  should  be  split  into  two  components:  the  support 
component  (being  the  cost  of  such  support  plus  a  reasonable  profit  margin) 
and  the  sale  of  goods  component  (measured  as  the  balance).  The  support 
component  should  be  recognised  as  revenue  over  the  service  period. 

The  support  component  is  CU180,000  (CU120.000  plus  50%),  of  which  half 
(CU90.000)  should  be  recognised  in  the  year  ended  31  December  20X7, 
along  with  the  CU620.000  (CU800.000  -  CU1 80,000)  sale  of  goods 
component. 

Chapter  6 

Question  1  -A&  B 

The  correct  answers  are  trade  discounts  (deduct  these  from  purchase  costs) 
and  storage  costs  for  part-finished  (but  not  finished)  goods. 

See  IAS2  paras  11  and  16. 
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Question  2  -  B  &  D 

The  correct  answers  are  "Import  duties..."  and  "Trade  discounts...". 

IAS2  paras  1 1  and  16  define  the  inclusions  and  exclusions  in  measuring 
inventories. 

Question  3  -A&  D 

The  correct  answers  are  "Transport  costs  for  raw  materials"  and  "Fixed 
production  overheads"  per  IAS2  paras  11-12. 

IAS2  para  16  defines  exclusions  from  the  cost  of  inventory. 
Question  4  -A 

Import  duties  should  be  added  to  cost.  See  IAS2  para  1 1 . 

Question  5  -  B 

Prompt  payment  discount  should  be  ignored,  because  only  trade  discounts 
are  taken  into  account,  per  IAS2  para11.  Prompt  payment  discount  is  dealt 
with  as  financing  income  rather  than  as  a  trading  item. 

Question  6  -  C 

Sales  staff  commission  should  be  deducted  in  arriving  at  NRV.  See  IAS2  para 
6. 

Question  7  -  D 

Trade  discounts  should  be  deducted  from  cost.  See  IAS2  para  11. 

Question  8  -  D 

IAS2,  paras  6,  12  and  16  define  the  costs  of  and  exclusions  from  inventories. 

The  cost  of  factory  management  and  maintenance  expenses  for  an  item  of 
equipment  used  in  the  manufacturing  process  should  both  be  included  in  the 
cost  of  inventory. 

Question  9  -  B 

The  correct  answer  is  materials  plus  purchase  taxes. 

Storage  and  selling  costs  are  excluded  under  IAS2  para  16.  Irrecoverable 
purchase  taxes  are  included  per  para  1 1 . 

Question  10  -D 

CU2.40  is  the  correct  answer. 

IAS2  paras  11-12  define  costs  of  purchase  and  conversion  of  inventories.  In 
this  example  the  cost  includes  direct  materials  and  labour,  variable  production 
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overheads  and  fixed  production  costs.  Factory  administration  can  be  included 
(per  IAS2  para  12)  but  general  administration  would  not  have  been  included. 

Question  11  -  C 

CU75  is  the  correct  answer. 

IAS2  paras  10-12  define  the  cost  of  inventory.  In  this  example  the  cost 
includes  materials,  production  labour  and  production  overheads,  but  not 
general  administration  or  marketing  costs. 

Question  12  -D 

IAS2  para  6  states  that  NRV  is  the  selling  price  less  estimated  costs  to 
completion  and  costs  incurred  in  making  the  sale,  i.e.  selling  costs  and 
transport  costs  to  customers. 

Question  13  -B 

NRVs  are  selling  prices  less  selling  costs,  per  IAS2  para  6. 

Costs  are  just  materials  and  conversion,  per  IAS2  para  10. 

The  inclusion  of  general  administration  costs  in  inventory  values  is  not 
permitted  under  IAS2  even  if  included  in  internally-reported  values.  So 
product  Y  is  valued  on  the  basis  of  cost. 

Chapter  7 

Question  1  -A 

The  correct  definition  of  residual  value  is  the  estimated  amount  currently 
obtainable  if  the  asset  were  at  the  end  of  its  useful  life.  This  definition  is  in 
IAS16  para  6  and  in  the  IASB  Glossary. 

Question  2  -  D 

The  cost  of  an  asset  less  its  residual  value  is  its  "depreciable  amount". 

See  IAS16  para  6  for  definitions. 

Question  3  -  B 

The  correct  answer  is  "The  amount ...  in  the  statement  of  financial  position  ... 
after  accumulated  depreciation  and  ...  impairment  losses". 

IAS16  para  6  defines  the  carrying  amount. 

Question  4  -A 

"Derecognition"  is  the  correct  answer. 

See  IAS16  paras  67  onward. 
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Question  5  -A 

"The  systematic  allocation  of  an  asset's  cost..."  is  the  correct  answer. 

See  IAS16  para  6  for  definitions. 
Question  6  -  D 

Both  statements  are  true.  IAS  16  para  6  defines  the  cost  of  an  asset. 
Question  7  -A 

The  correct  answer  is  "Depreciation". 

IAS16  para  6  and  IAS36  para  6  define  depreciation,  which  is  calculated  by 
reference  to  the  depreciable  amount  (the  cost  of  an  asset,  or  other  amount 
substituted  for  cost,  less  its  residual  value). 

Question  8  -A 

The  correct  answer  is  "Fair  value",  as  defined  in  the  Glossary  and  in  many 
IFRSs. 

Question  9  -A&  B 

The  correct  answers  are  "Assets  are  depreciated  even  if  their  fair  value 
exceeds  their  carrying  amount"  and  "Land  and  buildings  are  accounted  for 
separately,  even  when  acquired  together". 

See  IAS16  paras  24,  52,  58  and  68. 

Question  10  -B  &  D 

The  correct  answers  are  "Cost  of  testing  whether  the  asset  works  correctly" 
and  "Cost  of  preparing  the  site  for  installation". 

IAS16  paras  16-20  define  elements  of  cost. 

Question  11  -A&  D 

The  correct  answers  are  "Initial  delivery  and  handling  costs"  and  "Installation 
and  assembly  costs". 

IAS16  para  16(b)  states  that  costs  include  those  directly  attributable  to 
bringing  the  asset  to  the  condition  and  location  necessary  for  it  to  be  capable 
of  operating  in  the  manner  intended  by  management. 
IAS17  para  17(c)  and  (d)  specifically  mention  initial  delivery  and  handling 
costs  and  installation  and  assembly  costs  as  directly  attributable  costs. 
IAS16  para  19  states  that  training  and  general  overheads  are  not  part  of  the 
cost  of  an  item  of  PPE. 


THE  INSTITUTE 

of  chartered  Chapter  37  -  Solutions  to  Self  Test  Questions 

ACCOUNTANTS  p  4g4 

IN  ENGLAND  AND  WALES  ° 


Question  12  -  A&  D 

The  correct  answers  are  "The  existence  and  amounts  of  restrictions  on  title" 
and  "The  measurement  bases  used  for  determining  the  gross  carrying 
amount". 

See  IAS16  paras  73-74. 

Question  13  -D 

If  the  residual  value  exceeds  the  carrying  amount,  there  is  no  depreciable 
amount  so  there  cannot  be  a  depreciation  charge. 

See  IAS  16  para  54 

Question  14-  A&C 

The  principles  in  IAS16  paras  13  and  17  only  permit  installation  costs  and  the 
roof  replacement  to  be  capitalised. 

Question  15  -  B 

The  correct  answer  includes  all  the  costs  listed  since  they  are  all  required  to 
bring  the  machine  into  working  condition. 

See  IAS  16  paras  16-17. 

Question  16  -A 

The  correct  answer  is  CU47,750,  calculated  as  the  list  price  less  discount 
plus  installation  costs. 

See  IAS16  paras  16  and  17. 

Question  17  -  B 

The  correct  answer  is  CU2 1,875. 

See  IAS16  para  56,  which  indicates  that  assets  are  consumed  principally 
through  their  use.  In  this  example  the  answer  is  calculated  as  (the  original 
cost  less  the  residual  value)  divided  by  total  units  produced  in  3  years 
multiplied  by  total  units  produced  in  20X2. 

Question  18  -A 

The  correct  answer  is  CU200,000  i.e.  the  carrying  amount  of  the  replaced 
part. 

See  IAS16  para  70. 
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Question  19  -A 

CU8,750  is  the  correct  answer. 

Depreciation  for  each  separate  part  of  equipment  should  be  calculated 
separately  per  IAS16  para  43.  The  original  machine  would  have  been 
depreciated  in  each  of  the  years  ended  30  September  20X6  and  20X7. 
Therefore  the  asset  had  two  years'  useful  life  remaining  when  the  upgrade 
was  purchased. 

The  expense  for  the  current  year  is  CU6,250  plus  CU2,500. 

Question  20  -  A 

The  correct  answer  is  CU483,333,  calculated  as  (CU6.5million  less 
CU0.7million)/12. 

The  residual  value  is  the  estimated  amount  "currently"  obtainable,  so  it  does 
not  include  inflation.  See  IAS16  para  6. 

Chapter  8 

Question  1  -  A  &  D 

IAS23  para  5  limits  qualifying  assets  to  those  taking  a  substantial  period  of 
time  to  get  ready.  This  would  include  investment  property  and  power 
generation  facilities.  See  IAS23  para  7. 

Question  2  -  A 

IAS23  para  14  requires  the  use  of  the  weighted  average  cost  for  general 
borrowing. 

IAS23  paras  17  and  22  determine  the  periods  for  capitalisation  of  borrowing 
costs. 

Question  3-D 

Treatment  (2)  is  required  by  the  2007  version  of  IAS23,  in  para  8. 

Question  4  -  C 

All  relevant  conditions  in  IAS23  para  17  are  fulfilled  by  the  date  when 
expenditures  on  the  project  start  to  be  incurred. 

Question  5  -  C 

The  period  for  capitalisation  commences  when  borrowing  costs  and 
expenditures  are  both  being  incurred  and  activities  have  commenced  (per 
IAS23para  17). 

The  period  for  capitalisation  of  borrowing  costs  ceases  when  the  activities  are 
substantially  complete  (IAS23  para  22). 
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Question  6  -  B 

See  IAS23  para  12.  The  asset's  carrying  amount  in  this  example  is  the  CU6 
million  construction  cost  plus  the  interest  charged  on  the  loan  for  the  1 1 
months  of  construction  (CU6  million  x  10%  x  11/12  =  CU550,000,  less  the 
CU80,000  interest  earned  prior  to  using  the  loan  to  finance  construction. 

Question  7  -  D 

CU1 ,986,667  is  the  correct  answer. 

See  IAS23  para  12.  In  this  example  the  answer  is  the  loan  interest  cost  for  10 
months  (CU26  million  *  10%  *  10/12  =  CU  2,166,667)  less  the  CU180.000 
income  received  on  the  parts  of  the  loan  not  yet  used  for  the  renovation. 

Question  8  -  C 

The  answer  is  CU81 ,000. 

The  weighted  average  is  calculated  as  follows,  per  IAS23  para  12. 

(800,000  x  0.06)  +  (1,000,000  x  0.066)  +  (3,000,000  x  0.07)  =  6.75% 
(800,000  +  1,000,000  +  3,000,000) 

Borrowing  costs  to  be  capitalised: 

Cost  of  asset  1 ,800,000  x  6.75%  x  8/1 2  =  CU81 ,000 

Chapter  9 

Question  1  -A 

Both  statements  are  false. 

The  definition  of  government  assistance  in  IAS20  para  3  excludes  both 
infrastructure  provision  and  the  imposition  of  constraints  on  competitors. 

Question  2  -  C 

IAS20  para  20  requires  grants  for  expenditure  already  incurred  to  be 
recognised  immediately.  Para  12  requires  grants  such  as  that  for  the  software 
to  be  matched  against  the  related  costs,  so  that  grant  would  be  recognised 
over  the  five-year  period. 

Question  3-D 

IAS20  para  24  permits  both  the  deferred  income  and  the  reduction  of  asset 
cost  methods. 

Question  4  -A&  C 

IAS20  para  32  treats  grant  repayments  to  be  accounted  for  as  a  change  in 
accounting  estimate. 
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Para  8  requires  recognition  when  there  is  reasonable  assurance  that  any 
conditions  will  be  complied  with  and  that  the  grant  will  be  received  (so 
recognition  only  when  the  grant  is  received  is  not  permitted). 
Para  37  does  not  allow  the  imputation  of  interest  on  zero-rate  loans. 

Question  5  -A 

Carrying  amount  CU75,000,  Deferred  income  CU6,750  is  the  correct  answer. 

See  IAS20  para  26,  where  the  grant  is  recognised  as  income  on  a  systematic 
and  rational  basis  over  the  life  of  the  asset.  The  deferred  income  in  the 
statement  of  financial  position  is  reduced  each  year  by  the  amount  credited  to 
profit  or  loss. 

The  asset  is  depreciated  over  its  useful  life  per  IAS16. 

Question  6  -  D 

The  correct  answer  is  CU38,125,  calculated  as  (the  original  cost  less  the 
grant  less  the  residual  value)  divided  by  the  asset  life. 

See  IAS20  para  24. 

Question  7  -  C 

CU  19,440  is  the  correct  answer. 

At  the  acquisition  date,  the  asset  will  have  a  carrying  amount  of  CU121 ,500, 
so  the  depreciation  expense  in  20X7  will  be  20%  thereof,  i.e.  CU24,300.  The 
depreciation  expense  in  20X8  is  calculated  as  the  carrying  amount  at  the  start 
of  the  year,  CU97,200,  multiplied  by  20%. 

Chapter  10 

Question  1  -A 

Both  statements  are  false. 

IFRS5  para  8  requires  an  expectation  that  the  sale  will  be  completed  within 
12  months  of  the  date  of  classification  as  held  for  sale,  and  not  of  the  end  of 
the  financial  year.  Para  12  prohibits  adjustment  to  the  carrying  amount  of  an 
asset  classified  as  held  for  sale  after  the  year  end. 

Question  2  -  C 

IFRS5  para  27  in  effect  requires  an  entity  ceasing  to  classify  an  asset  as  held 
for  sale  to  remeasure  it  as  if  it  had  never  been  held  for  sale,  subject  to  an 
impairment  test  (the  recoverable  amount  test)  at  that  date. 

Question  3  -  B  &  C 

IFRS5  para  5  excludes  deferred  tax  assets  and  financial  assets  from  its 
measurement  provisions. 
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Question  4  -A&  D 


IFRS5  para  7  specifies  that  the  asset  must  be  available  for  immediate  sale  in 
its  present  condition  and  that  the  sale  should  be  highly  probable. 


Question  5  -  C 


Classification  as  held  for  sale  is  made  when  all  of  a  number  of  conditions 
have  been  met.  In  this  case,  the  last  condition  to  be  met  is  that  the  asking 
price  should  be  reasonable  in  relation  to  current  fair  value,  which  is  on  31  July 
when  the  price  is  reduced  to  that  for  similar  transactions.  See  IFRS5  paras  7- 
8. 


Question  6  -  B 


IFRS5  para  15  requires  assets  classified  as  held  for  sale  to  be  measured  at 
the  time  of  classification  at  the  lower  of  (i)  the  carrying  amount  and  (ii)  the  fair 
value  less  costs  to  sell. 

Para  20  requires  recognition  of  the  resulting  impairment  loss.  The  gain  or  loss 
on  ultimate  disposal  is  treated  separately  per  para  24. 


Question  7  -  D 


CU300  is  the  correct  answer,  calculated  as  fair  value  less  costs  to  sell  at  the 
date  classified  as  held  for  sale  less  net  proceeds. 

See  IFRS5  para  24.  Per  IFRS5  para  20  the  write  down  at  the  date  of 
classification  of  the  carrying  amount  to  fair  value  less  costs  to  sell  is  an 
impairment  loss. 

Question  8  -  D 

IFRS5  para  15  requires  that  a  non-current  asset  held  for  sale  should  be 
stated  at  the  lower  of  (i)  the  carrying  amount  and  (ii)  the  fair  value  less  costs 
to  sell. 

Question  9  -  D 

The  correct  answer  is  CU  19,000. 

IFRS5  para  18  requires  assets  accounted  for  under  the  revaluation  model  to 
be  remeasured  immediately  before  classification  as  held  for  sale.  The 
additional  revaluation  surplus  is  fair  value  at  classification  date  less  carrying 
amount  at  that  date.  This  is  added  to  the  revaluation  reserve  balance  at  that 
date.  The  costs  to  sell  are  recognised  in  profit  or  loss  at  the  classification 
date. 

Question  10  -C 

All  held-for-sale  non-current  assets  are  to  be  measured  at  fair  value  less  cost 
to  sell,  so  at  CU300,000  (CU325,000  -  CU25.000).  See  IFRS5  para  15. 
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Chapter  1 1 

Question  1  -  B  &  D 

The  correct  answers  are  "Property  held  for  use  in  the  production  and  supply 
of  goods  or  services"  and  "Property  held  for  administrative  purposes". 

IAS40  para  5  defines  owner-occupied  property. 
Question  2  -  D 

The  correct  answer  is  "Investment  property". 

See  IAS40  para  5. 
Question  3  -  A 

The  fair  value  of  the  property  is  the  correct  answer. 

See  IAS40  para  79(e). 
Question  4  -  D 

The  correct  answer  is  "Net  gains  or  losses  from  fair  value  adjustments". 

See  IAS40  para  76  for  disclosures  required.  The  other  options  relate  to  the 
cost  model. 

Question  5  -  A  &  D 

The  correct  answers  are  "Land  held  for  long-term  capital  appreciation"  and  "A 
building  owned  by  an  entity  and  leased  under  an  operating  lease". 

IAS40  paras  8  and  9  give  examples  of  types  of  investment  property. 

Question  6  -  A 

The  correct  answer  is  the  CU290,000  net  disposal  proceeds  less  the 
CU203,500  (CU220,000  less  3/40ths  thereof)  carrying  amount. 

See  IAS40  para  69. 

Question  7  -  B 

The  correct  answer  is  the  sum  of  the  changes  in  the  fair  value  of  each  of  the 
properties  in  20X8. 

See  IAS40  para  35. 

Question  8  -  D 

Under  the  cost  model  an  investment  property  is  measured  at  cost  less 
accumulated  depreciation  and  impairment  losses,  so  CU900,000  less 
CU30,000  (CU900, 000/30  years)  depreciation  =  CU870.000.  The 
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depreciation  charge  is  recognised  in  profit  or  loss.  See  IAS40  para  56  and 
IAS16  para  48. 

Question  9  -  B 

IAS40  para  35  requires  changes  in  fair  value  to  be  recognised  in  profit  or  loss, 
while  para  56  requires  depreciation  under  the  cost  model  to  be  measured 
according  to  IAS16. 

Question  10  -A 

The  answer  is  CU40,000. 

Investment  properties  are  initially  recognised  at  cost  including  the  purchase 
price,  transfer  taxes  and  professional  fees,  per  IAS40  paras  20-21.  Under  the 
fair  value  model  they  are  subsequently  remeasured  to  fair  value  and  any  gain 
or  loss  arising  is  recognised  in  profit  or  loss  per  IAS40  para  35. 

Chapter  12 

Question  1  -  D 

Both  statements  are  true. 

See  IAS38  para  8  which  defines  cost  as  including  the  fair  value  of 
consideration  other  than  cash  or  cash  equivalents. 

Question  2  -  B 

"The  products  being  developed  should  have  already  been  put  into 
commercial  production  or  use"  is  false.  "Development  involves  the  application 
of  research  findings"  is  true. 

See  IAS38  para  8. 

Question  3  -A&C 

IAS38  para  90  sets  out  the  conditions  for  determining  the  useful  life  of  an 
intangible  asset.  Obsolescence  and  expected  usage  are  both  relevant  criteria. 

Question  4  -  C 

IAS38  para  97  requires  amortisation  to  begin  when  the  intangible  asset  is 
available  for  use. 

Question  5  -  D 

IAS38  para  24  states  that  an  intangible  asset  should  be  recognised  initially  at 
cost. 
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Question  6  -  B  &  C 

IAS38  para  21  requires  that  there  must  be  reliable  measurement  and 
probable  future  economic  benefits.  Cost  is  part  of  measurement  rather  than 
recognition. 

Question  7  -A 

IAS38  para  88  permits  intangible  assets  to  have  an  indefinite  useful  life. 

IAS38  para  97  requires  intangible  assets  with  a  finite  life  to  be  amortised. 

Question  8  -  B 

IAS38  para  54  requires  research  expenditure  to  be  recognised  as  an  expense 
as  it  is  incurred. 

IAS38  para  57  requires  development  expenditure  to  be  capitalised  where 
appropriate  conditions  are  met. 

Question  9  -  D 

Both  factors  are  relevant,  per  IAS38  paras  97-98. 

Question  10  -A 

Recognition  in  the  financial  statements  of  the  acquired  entity  is  not  required, 
per  IAS38  para  34. 

Acquired  intangibles  are  recognised  separately  from  goodwill,  per  IAS38  para 
34. 

Question  11  -  B 

IAS38  paras  27-29  specify  the  costs  attributable  to  a  separately  acquired 
intangible  asset.  This  requires  the  trademark  costs  and  costs  of  testing  to  be 
included. 

Chapter  13 

Question  1  -A 

Value  in  use  is  the  present  value  of  future  cash  flows  as  defined  in  IAS36 
para  6. 

Question  2  -A 

"Recoverable  amount"  is  the  correct  answer. 

Recoverable  amount  is  defined  in  IAS36  para  6  as  the  difference  between  fair 
value  less  costs  to  sell  and  value  in  use. 
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Question  3-D 

Both  statements  are  true.  IAS36  para  6  defines  an  active  market. 

Question  4  -  B 

Impairment  loss  is  the  amount  by  which  the  carrying  amount  of  an  asset 
exceeds  its  recoverable  amount. 

See  IAS36  para  6. 
Question  5  -  D 

IAS36  para  6  defines  a  cash-generating  unit  in  these  terms. 

Question  6  -  D 

IAS36  para  2  identifies  the  scope  of  the  standard.  Only  non-current  assets  at 
cost  are  not  excluded. 

Question  7  -A&  D 

IAS36  para  30  defines  value  in  use.  Expected  future  cash  flows  and  the  time 
value  of  money  are  relevant.  The  carrying  amount  is  not  relevant,  and 
depreciation  is  not  a  cash  flow. 

Question  8  -  D 

It  is  necessary  to  identify  a  CGU  where  the  cash  flows  from  a  single  asset  are 
not  independent.  See  IAS36  paras  66  and  67(b). 

The  need  to  identify  a  CGU  results  from  an  item's  cash  flows  not  being 
independent,  not  from  their  size. 

Question  9  -  B 

IAS36  paras  60-61  state  that  impairment  losses  on  assets  that  have  not  been 
revalued  are  recognised  in  profit  or  loss.  Impairment  losses  on  revalued 
assets  are  treated  as  a  revaluation  decrease. 

Question  10  -D 

Per  IAS36  para  63  depreciation  expense  in  future  periods  is  measured  so  as 
to  allocate  the  revised  carrying  amount  on  a  systematic  basis  over  the  asset's 
remaining  useful  life. 

Question  11  -A 

Per  IAS36  para  104  an  impairment  loss  is  to  be  recognised  for  a  cash- 
generating  unit  by  first  reducing  any  goodwill  allocated  to  the  cash-generating 
unit.  As  the  impairment  loss  is  less  than  the  carrying  amount  of  goodwill, 
there  is  no  reduction  in  the  carrying  amount  of  plant  and  machinery. 
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Question  12  -A 


Per  IAS36  para  60  an  impairment  loss  in  respect  of  an  IAS16  revalued  asset 
is  to  be  treated  as  a  revaluation  decrease  under  IAS  16.  Under  IAS16  para  40 
a  revaluation  decrease  is  charged  in  other  comprehensive  income  to  the 
extent  of  any  attributable  revaluation  surplus,  with  the  remainder  being 
recognised  in  profit  or  loss. 


Question  13  -B 


The  recoverable  amount  is  CU60  million,  the  greater  of  (i)  value  in  use  and  (ii) 
fair  value  less  costs  to  sell,  per  IAS36  para  6. 

The  carrying  amount  is  only  reduced  when  it  is  higher  than  the  recoverable 
amount,  per  IAS36  para  8. 

Question  14  -A 

IAS36  para  59  requires  the  asset  to  be  stated  at  the  lower  of  its  current 
carrying  amount  and  its  recoverable  amount.  The  recoverable  amount  is 
CU210,  being  the  higher  of  value  in  use  (CU205)  and  fair  value  less  costs  to 
sell  (CU210  =  CU220  -  CU10)  as  per  IAS36  para  6. 

The  asset  is  not  impaired,  as  the  recoverable  amount  is  higher  than  the 
current  carrying  amount. 

Chapter  14 

Question  1  -  B 

"A  liability  of  uncertain  timing  or  amount"  is  the  correct  answer. 

IAS37  para  10  defines  a  provision. 
Question  2  -A&  B 

The  correct  answers  are  "a  contract"  and  "legislation",  per  IAS37  para  10. 

Question  3  -  B 

The  one  correct  answer  is  "A  present  obligation  that  arises  from  past  events 
but  cannot  be  reliably  measured". 

See  IAS37  para  10. 

Question  4  -A 

The  correct  answer  is  "a  provision". 
See  IAS37  para  10. 


THE  INSTITUTE 

of  chartered  Chapter  37  -  Solutions  to  Self  Test  Questions 

ACCOUNTANTS  p  4g4 

IN  ENGLAND  AND  WALES  ° 


Question  5  -  C 


IAS37  paras  80-82  require  provisions  to  be  made  for  costs  necessarily 
incurred  by  the  restructuring,  but  not  those  relating  to  the  future  conduct  of 
the  business. 


Question  6  -  C 


IAS37  para  66  makes  specific  reference  to  onerous  contracts  -  future 
payments  on  vacant  leasehold  premises  are  an  example  of  this.  The  other 
choices  are  excluded  by  IAS37  paras  1,  2  and  5. 


Question  7  -  C 


IAS37  para  14  requires  a  provision  to  be  made  when  an  outflow  of  resources 
is  probable. 


Question  8  -  B 


20X5  is  correct.  IAS37  para  10  defines  a  contingent  liability  by  reference  to  a 
"possible"  obligation. 

Question  9  -  D 

The  correct  answer  is  "Obligations  for  plant  decommissioning  costs".  See 
IAS37  para  19. 

Financial  instruments  and  insurance  contracts  are  specifically  excluded  from 
the  scope  of  IAS37  under  IAS37  paras  2  and  5.  Under  IAS37  para  63 
provisions  cannot  be  made  for  future  losses. 

Question  10  -B  &  C 

The  correct  answers  relate  to  the  restructuring  and  rectification  costs, 
because  there  are  present  obligations  arising  out  of  past  events.  No 
obligation  has  yet  arisen  in  relation  to  the  divisional  closure  (not  yet 
announced)  and  the  refurbishment  costs  (avoidable  by  not  introducing  the 
new  computer). 

Examples  are  given  in  IAS37  Appendix  C. 

Question  11  -  D 

The  published  policy  creates  a  constructive  obligation  as  defined  by  IAS37 
para  10.  The  spill  is  a  past  event  which  gives  rise  to  a  present  obligation  and 
the  need  for  a  provision  under  para  14. 

The  government  plans  and  any  chemical  spill  relate  to  future  events,  while  the 
"possible"  damage  to  wildlife  gives  rise  to  a  contingent  liability  which  should 
be  disclosed. 
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Question  12  -C 


A  loss  under  the  legal  case  is  a  possible,  but  not  probable,  obligation  which 
falls  within  the  definition  of  a  contingent  liability  in  IAS37  para  10.  Provisions 
should  be  made  for  unfair  dismissal  claims  accepted  and  warranty  claims. 

Question  13  -C 

A  provision  can  only  be  used  for  the  expenditure  for  which  it  was  originally 
recognised  (IAS37  para  61). 

If  a  provision  is  no  longer  required,  it  should  be  reversed  (IAS37  para  59). 

Question  14  -  B 

Provision  must  be  made  for  estimated  future  claims  by  customers  for  goods 
already  sold.  The  expected  value  ((CU5  million  x  3%)  plus  (CU3  million  x 
5%))  is  the  best  estimate  of  this  amount  (IAS37  para  39). 

Chapter  15 

Question  1  -  C 

Deferred  tax  liabilities  are  correctly  defined  but  deferred  tax  assets  relate  to 
temporary  differences,  not  permanent  differences. 

See  IAS12  para  5. 

Question  2  -A&C 

The  correct  answers  are  "the  carryforward  of  unused  tax  losses"  and 
"deductible  temporary  differences". 

IAS12  para  5  defines  deferred  tax  assets. 
Question  3  -  B  &  D 

IAS12  para  81  sets  out  the  disclosures  required. 

Question  4  -  D 

Both  are  deductible  temporary  differences  as  the  tax  base  is  greater  than  the 
carrying  amount. 

See  IAS12  para  25. 

Question  5  -  B 

"Development  costs  ..."  gives  rise  to  a  deferred  tax  liability.  "The  tax  base  ..." 
gives  rise  to  a  deferred  tax  asset. 

IAS12  para  5  defines  these  items. 
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Question  6  -  D 

Both  statements  are  true. 

See  IAS12  para  5  for  definitions. 

Question  7  -  C 

CU  100,000  is  correct. 

IAS12  para  7  Examples  2  and  3  show  that  for  interest  receivable  the  tax  base 
is  nil  and  that  the  tax  base  for  trade  receivables  is  equal  to  their  carrying 
amount. 

Question  8  -  D 

At  31  December  20X7  the  carrying  amount  of  the  item  is  CU90,000 
(CU100.000  less  10%  thereof),  while  the  tax  base  is  CU80.000  (CU100.000 
less  20%  thereof).  There  is  a  taxable  temporary  difference  of  CU  10,000  and 
the  deferred  tax  liability  should  be  measured  at  the  15%  rate  which  will  apply 
to  trading  profits  when  the  difference  will  be  reversed.  See  IAS12  paras  5,  15 
and  47. 

Question  9  -  B 

CU4,500  deferred  tax  asset  is  the  correct  answer. 

The  carrying  amount  of  the  asset  in  the  financial  statements  is  CU120,000 
(CU150,000  less  (5%  *  4  years).  The  tax  base  is  CU138.000  (CU150.000 
less  (2%  x  4  years).  The  CU  18,000  difference  is  a  deductible  timing 
difference  which  results  in  a  deferred  tax  asset  to  be  measured  at  the  25% 
tax  rate. 

See  IAS12  para  25. 

Question  10  -C 

Taxable  temporary  differences  result  in  amounts  being  taxable  in  the  future. 
The  CU200,000  royalties  receivable  will  be  taxed  when  they  are  received,  so 
they  are  taxable  temporary  differences.  Deductible  temporary  differences 
result  in  amounts  being  deducted  for  tax  purposes  in  the  future.  The 
CU250.000  interest  payable  will  be  deducted  when  they  are  paid,  so  they  are 
deductible  temporary  differences.  The  net  result  is  CU50.000  deductible 
temporary  differences 

See  IAS  12  para  5. 

Question  11  -  B 

CU2.700  liability  is  the  correct  answer. 

IAS12  para  16  covers  taxable  temporary  differences,  including  where  the 
carrying  amount  of  an  asset  exceeds  its  tax  base.  The  difference  is  then 
multiplied  by  the  tax  rate  to  measure  the  deferred  tax  liability. 
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Chapter  16 

Question  1  -A&  D 

Title  does  not  have  to  transfer  under  a  lease  (either  operating  or  financing) 
and  it  is  not  necessary  for  all  provisions  of  the  lease  to  be  agreed  to.  The 
correct  answer  revolves  around  commitment  to  the  principal  provisions  and 
the  date  of  the  lease  agreement. 

See  IAS  17  para  4. 

Question  2  -  C  &  D 

The  correct  answers  are  the  required  payments  and  guarantees  by  a  party 
related  to  the  lessee.  Contingent  rents  and  costs  for  services  and  taxes  are 
specifically  excluded. 

See  IAS  17  para  4. 

Question  3  -  B 

IAS17  para  20  states  that  such  costs  should  be  added  to  the  amount 
recognised  as  an  asset  only. 

Question  4  -A&C 

The  correct  answers  are:  "The  total  of  future  minimum  sub-lease  payments 
receivable"  and  "Restrictions  imposed  by  lease  arrangements". 

See  IAS  17  para  35. 

Question  5  -  C 

A  land  and  buildings  lease  should  be  separated  into  its  two  components:  the 
land  component  which  will  usually  be  classified  as  an  operating  lease;  and 
the  buildings  component  which  in  this  case  extends  to  the  end  of  the 
building's  estimated  useful  life  and  should  be  classified  as  a  finance  lease. 

The  annual  rental  is  split  between  the  two  leases  in  proportion  to  the  relative 
fair  values  of  the  two  leasehold  interests.  20%  ((CU7.5  million  - 
CU6.0  million)  as  a  %  of  CU7.5  million)  of  the  rental  is  attributable  to  the  land, 
so  CU160,000.  See  IAS17  paras  14-16. 

Question  6  -  D 

CU  13,930  is  correct. 

Under  IAS17  para  20,  assets  held  under  finance  leases  are  capitalised  at  the 
fair  value  or,  if  lower,  the  present  value  of  the  minimum  lease  payments. 
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Question  7  -  D 


This  is  a  finance  lease,  because  the  lease  term  is  the  same  as  the  asset's 
useful  life.  The  lease  liability  for  a  finance  lease  is  the  fair  value  of  the  lease 
item  at  the  start  of  the  lease,  reduced  by  lease  payments  made  and  increased 
by  finance  charges  at  a  constant  periodic  rate,  i.e.  the  interest  rate  implicit  in 
the  lease.  See  IAS17  paras  20  and  25. 

With  lease  payments  being  made  in  advance,  the  end-20X7  calculation  is 
(CU490.000  -  CU70.000)  =  CU420.000  +  (CU420.000  x  9%)  =  CU457.800. 


Question  8  -  C 


IAS1 7  para  20  requires  the  asset  to  be  stated  initially  at  the  lower  of  fair  value 
and  the  present  value  of  the  minimum  lease  payments. 

Para  28  states  that  if  it  is  reasonably  certain  that  ownership  will  be  obtained, 
then  depreciation  is  charged  over  the  useful  life  if  that  is  longer  than  the  lease 
term. 

The  correct  answer  is  obtained  by  dividing  the  present  value  of  the  minimum 
lease  payments  by  the  asset's  useful  life. 


Question  9  -  D 


This  is  an  operating  lease  because  the  lease  term  is  only  half  the  useful  life  of 
the  building.  The  rent-free  period  is  an  incentive  which  should  be  recognised 
as  a  reduction  in  the  rental  expense  over  the  lease  term.  See  SIC15. 

The  rent-free  period  is  2  years,  so  the  total  of  the  lease  payments  is 
CU28.8  million  (CU1.6  million  x  18).  Spread  over  the  20  years  of  the  lease 
term,  the  net  expense  is  CU1.44  million. 

Question  10  -B 

CU  159,650  is  the  right  answer.  The  amount  recognised  is  the  lower  of  fair 
value  and  the  present  value  of  the  minimum  lease  payments,  plus  any  initial 
direct  costs  incurred  by  the  lessee. 

See  IAS  17  paras  20  and  24. 

Question  11  -  D 

This  is  a  sale  and  finance  leaseback,  because  the  lease  term  is  the  item's 
remaining  useful  life.  The  excess  of  the  sales  proceeds  over  the  carrying 
amount  is  deferred  and  amortised  over  the  lease  term.  See  IAS17  paras  5 
and  59.  No  profit  is  recognised  on  1  January  20X7. 

The  total  finance  cost  is  CU50,000  calculated  as  the  difference  between  the 
total  lease  payments  (5  x  CU35,000)  and  the  fair  value  of  CU125,000. 
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Question  12  -D 

The  correct  answer  is  CU251 ,000. 

See  IAS17  paras  14-16,  which  treat  a  lease  of  land  as  an  operating  lease 
since  the  risks  and  rewards  of  ownership  are  not  transferred. 

Question  13  -D 

A  manufacturer/dealer  should  recognise  the  normal  selling  profit  of  CU15,000 
(CU75,000  -  CU60,000)  at  the  commencement  of  the  lease  term.  The 
CU2,000  lease  negotiation/arrangement  costs  should  be  recognised  at  the 
commencement  of  the  lease  term.  See  IAS17  para  42. 

Question  14  -  C 

CU5,920  is  the  correct  answer. 

See  IAS17  paras  20  and  27.  In  this  example  the  answer  is  calculated  as  the 
present  value  of  the  minimum  lease  payments  divided  by  the  lease  term. 

Chapter  17 

Question  1  -  C 

The  correct  answer  is  "Termination  benefits". 

See  IAS19  para  7.  Termination  benefits  arise  either  because  of  an  employer's 
decision  to  terminate  an  employee's  employment  before  normal  retirement 
date  or  because  of  the  employee's  decision  to  take  voluntary  redundancy. 

Question  2  -  A 

The  correct  answer  is  "Benefits  not  falling  due  wholly  within  twelve  months  of 
the  end  of  the  period  in  which  the  service  is  rendered". 

IAS19  para  7  defines  this. 

Question  3-D 

The  correct  answer  is  that  both  items  should  be  included  in  plan  assets  per 
IAS19  para  7. 

Question  4  -  A 

Actuarial  gains  and  lump  sum  benefit  both  relate  to  defined  benefit  plans,  per 
IAS19  paras  92  to  93A  and  64  and  65. 
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Question  5  -  B 

The  correct  answer  is  an  equity-settled  share-based  payment  transaction. 

IFRS2  Appendix  A  determines  that  equity-settled  share-based  payment 
transactions  include  the  settlement  of  services  by  the  use  of  equity 
instruments. 

Question  6  -  D 

The  correct  answer  is  "Should  recognise  in  profit  or  loss". 

See  IFRS2  para  30. 

Question  7  -  D 

The  correct  answer  is  that  cash-settled  share-based  payments  will  increase 
liabilities. 

See  IFRS2  para  30. 
Question  8  -  D 

Both  statements  are  true,  per  IFRS2  para  30. 

Question  9  -A 

Share  options  granted  to  employees  are  classified  as  equity-settled  share- 
based  payment  transactions.  It  is  not  possible  to  estimate  reliably  the  fair 
value  of  services  provided  by  employees,  so  the  services  received  should  be 
measured  by  the  fair  value  of  the  share  options  granted. 

Fair  value  should  be  measured  at  the  grant  date,  not  the  vesting  date. 

Both  statements  are  false.  See  IFRS2  paras  10-12. 

Question  10  -C 

The  correct  answer  is  cash-settled  share-based  payment  transaction. 

IFRS2  Appendix  A  defines  cash-settled  share-based  payment  transactions  as 
one  where  the  liability  is  settled  for  an  amount  that  is  based  on  the  price  of  an 
entity's  equity. 

Question  11  -  C 

The  amounts  to  be  recognised  as  an  expense  in  profit  or  loss  are  the  current 
service  cost  less  the  expected  return  on  plan  assets.  See  IAS19  para  61. 

Note  that  the  difference  between  the  expected  and  the  actual  return  on  plan 
assets  is  an  actuarial  loss,  while  the  employer  contributions  increase  plan 
assets. 
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Question  12  -C 

The  correct  answer  is  based  on  9/12  of  the  total  bonus  payable  in  March. 

See  IAS19  paras  17  and  20. 

Question  13  -A 

The  losses  to  be  recognised  are  the  excess  of  opening  actuarial  losses  over 
the  greater  of  10%  of  opening  plan  assets  and  10%  of  opening  plan  liabilities, 
this  excess  being  divided  by  the  average  remaining  working  lives  of 
participating  employees.  See  IAS19  paras  92  and  93. 

The  amount  to  be  recognised  is  (CU120,000  less  (10%  *  CU900,000))/20 
years  =  CU1,500. 

Question  14  -  D 

The  correct  answer  is  that  the  plan  assets  and  unrecognised  actuarial  loss 
are  deducted  from  the  plan  liability. 

See  IAS19  para  54. 

Question  15  -  D 

The  defined  benefit  liability  is  the  CU40  million  defined  benefit  obligation  plus 
the  CU8  million  unrecognised  actuarial  gains  less  the  CU6  million  past 
service  cost  not  recognised  less  the  CU10  million  plan  assets  =  CU32  million. 
See  IAS19  para  54. 

Chapter  18 

Question  1  -  C 

15  July  20X8  is  the  correct  answer. 

IAS10  para  7  states  that  the  cut-off  date  re  adjusting  and  non-adjusting 
events  is  the  date  on  which  the  financial  statements  are  authorised  for  issue, 
even  if  this  is  after  a  public  announcement  of  profit.  Para  5  confirms  that  it  is 
not  the  date  on  which  the  shareholders  approve  the  financial  statements. 

Question  2  -  B 

Statement  (1)  is  false.  Statement  (2)  is  true,  as  non-adjusting  events  should 
be  disclosed  per  IAS10  para  21. 

Question  3  -A 

Both  statements  are  false. 

See  IAS10  paras  8  to  1 1  for  definitions  and  examples. 
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Question  4  -A&  B 

"The  Citril  Company  announced  the  discontinuation  of  its  assembly  operation" 
and  "The  Citril  Company  entered  into  an  agreement  to  purchase  the  freehold 
of  its  currently  leased  office  buildings"  are  the  correct  answers. 

IAS10  para  22  specifically  gives  discontinuance  of  operations  and  asset 
purchases  as  non-adjusting  events. 

The  other  two  events  are  adjusting  events. 

Question  5  -  A 

IAS10  para  3  explains  that  IAS10  deals  with  events  between  the  end  of 
reporting  period  and  the  date  on  which  the  financial  statements  are 
authorised  for  issue. 

Question  6  -  C 

The  interim  dividend  paid  during  the  year  should  be  presented  in  the 
statement  of  changes  in  equity. 

The  final  dividend  declared  after  the  end  of  the  reporting  period  is  not 
recognised  but  only  disclosed  in  the  notes  (per  IAS10  paras  12  -  13). 

Question  7  -  B  &  C 

The  correct  answers  are  CU35,000  bonus  and  CU34,000  allowance. 

See  IAS10  paras  9,  12  and  22.  Also,  dividends  are  recognised  in  the 
statement  of  changes  in  equity,  not  profit  or  loss 

Question  8  -  B 

Adjust  CU80,000  is  the  correct  answer.  Only  the  extra  amount  needs  to  be 
adjusted  for,  as  the  original  provision  is  already  recognised  in  the  statement 
of  financial  position. 

IAS10  para  9  gives  examples  of  adjusting  events. 

Question  9  -  B 

See  IAS10  para  22(d). 

This  is  a  non-adjusting  event  after  the  end  of  the  reporting  period  and  thus  the 
profit  before  taxation  is  unchanged  from  the  draft  financial  statements. 

Chapter  19 

Question  1  -  B 

Functional  currency  is  the  correct  answer. 
See  IAS21  para  8  for  definitions. 
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Question  2  -  B 


The  correct  answer  is  "The  closing  rate"  per  IAS21  para  39(a).  See  para  8  for 
definitions. 


Question  3  -  C 


The  exchange  differences  on  settlement  of  monetary  items  should  be 
recognised  in  profit  or  loss,  per  IAS21  para  28. 

The  exchange  difference  on  translation  of  a  monetary  item  at  a  rate  different 
from  that  used  at  initial  recognition  should  be  recognised  in  profit  or  loss,  per 
IAS21para28. 

Question  4  -  C 

The  correct  answer  is  CU134,823  (175,000  / 1.298).  Goodwill  is  translated  at 
the  closing  rate. 

See  IAS21  IN1 5  and  para  47. 

Question  5  -  B 

IAS21  para  47  requires  fair  value  adjustments  to  the  carrying  amounts  of 
assets  and  liabilities  arising  on  the  acquisition  of  a  foreign  operation  to  be 
treated  as  assets  and  liabilities  of  the  foreign  operation.  Therefore  they  are 
translated  at  the  closing  rate  of  exchange  ($50,000  / 1.56). 

Question  6  -  C 

The  answer  is  CU66.667  ($160,000/2.40). 

IAS21  para  23(a)  requires  the  foreign  currency  monetary  items,  such  as  trade 
payables,  of  an  entity  to  be  retranslated  at  the  closing  rate  at  the  end  of  a 
reporting  period. 

Chapter  20 

Question  1  -  C 

Para  1 1  of  IAS32  defines  equity  as  a  residual  interest. 
Question  2  -  B 

IAS39  para  10  gives  the  definition  of  an  embedded  derivative. 
Question  3  -  A 

The  answer  is  "Liquidity  risk"  as  defined  in  IFRS7  Appendix  A. 

Question  4  -  A 

The  answer  is  "The  risk  that  one  party  to  a  financial  instrument  will  cause  a 
financial  loss  for  the  other  party..."  as  defined  in  IFRS7  Appendix  A. 
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Question  5  -A 

Treasury  shares  are  an  entity's  holding  of  its  own  shares.  They  must  be 
deducted  from  equity  on  acquisition  and  no  gain  or  loss  is  recognised. 

See  IAS32  para  33. 

Question  6  -  B 

Transaction  costs  of  issuing  equity  instruments  are  not  charged  against 
income  but  deducted  from  equity.  The  components  of  a  compound  financial 
instrument  are  classified  separately. 

See  IAS32  paras  15,  28  and  35. 

Question  7  -  B 

It  is  a  financial  liability. 

The  contract  is  structured  in  such  a  way  that  a  variable  number  of  shares  is  to 
be  issued  to  satisfy  a  fixed  monetary  amount  and  as  such  it  is  a  financial 
liability.  See  IAS32  para  11. 

Question  8  -A&  D 

The  types  of  hedging  relationship  are  identified  in  IAS39  para  86. 

Question  9  -A 

Held-for-trading  financial  assets  are  measured  at  fair  value  and  held-to- 
maturity  investments  are  measured  at  amortised  cost. 

See  IAS39  para  46. 
Question  10  -C 

The  answer  is  liquidity  risk  as  defined  in  IFRS7  Appendix  A. 

Question  11  -B  &  C 

Currency  risk  and  interest  rate  risk  (together  with  other  price  risk)  are  the 
three  components  of  market  risk  (IFRS7  Appendix  A). 

Question  12  -B  &  D 

The  correct  answer  is  that  both  trade  receivables  and  trade  payables  are 
classified  as  financial  instruments. 

See  IAS32  para  11,  AG4  and  AG10. 

Question  13  -C 

The  correct  answer  is  "Warranty  provision". 
See  IAS32  para  1 1  and  AG1 1 . 
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Question  14  -  C 


Dividends  in  respect  of  ordinary  shares  are  debited  directly  in  equity. 
Dividends  in  respect  of  redeemable  preference  shares  are  not  debited 
directly  in  equity. 

IAS32  para  35  states  that  dividend  payments  on  shares  classified  as  liabilities 
(such  as  redeemable  preference  shares)  are  recognised  as  expenses.  Para 
35  also  states  that  distributions  to  holders  of  equity  instruments  shall  be 
debited  directly  in  equity. 


Question  15  -A 


The  convertible  bonds  are  a  compound  financial  instrument  as  they  contain 
both  an  equity  and  liability  component,  per  IAS32  para  28.  The  preference 
shares  are  only  redeemable  at  the  option  of  Freemantle  and  no  notice  of 
redemption  has  been  given.  As  such  there  is  no  obligation  to  redeem  them 
and  the  preference  shares  are  in  substance  equity. 


Question  16  -D 


The  preference  shares  should  be  classified  according  to  the  substance  of  the 
transaction.  The  obligation  to  redeem  them  in  20X9  is  evidence  that  these 
instruments  are  financial  liabilities.  See  IAS32  para  18. 

IAS32  para  35  requires  that  dividends  on  financial  instruments  classified  as 
financial  liabilities  are  recognised  as  an  expense. 

Question  17  -  B 

An  equity  investment  cannot  be  classified  under  loans  and  receivables,  or 
under  held-to-maturity  investments  (there  is  no  fixed  maturity  date).  This 
investment  is  being  held  for  the  long  term,  not  for  trading,  so  under  IAS39 
para  9  it  should  be  classified  as  available  for  sale. 

Question  18  -B  &  C 

Investments  in  equity  shares  cannot  be  classified  as  held  to  maturity  (there  is 
no  date  of  maturity)  or  loans  and  receivables  (no  fixed  or  determinable 
payments).  The  other  two  categories  are  potentially  available  depending  on 
the  detailed  conditions.  See  IAS39  para  9. 

Question  19  -D 

See  IAS39  para  9.  Not  intending  to  sell  is  not  a  positive  intention  to  hold  until 
maturity.  There  is  no  evidence  of  short-term  trading  and  so  the  investments 
should  be  classified  as  available  for  sale. 

Question  20  -  A 

Both  statements  are  false.  The  amounts  may  be  disclosed  in  the  respective 
primary  statement  or  in  the  notes  (IFRS7.8  and  IFRS7.20). 
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Question  21  -  C 


The  first  statement  is  true  (IFRS7.34(a)).  The  second  statement  is  false, 
because  the  disclosures  for  liquidity  risk  should  be  based  upon  the  remaining 
contractual  maturities  (IFRS7.39(a)). 


Question  22  -  A 


IAS32  para  42  allows  the  offset  of  financial  assets  and  financial  liabilities  in 
restricted  circumstances  where  there  is  both  a  legally  enforceable  right  of  set- 
off and  an  intention  to  settle  on  a  net  basis. 

Question  23  -  A 

Own  equity  issued  falls  within  the  scope  of  IAS32  (see  para  1 1).  The  warrants 
are  a  derivative  on  Humphreys's  own  shares,  settled  by  the  delivery  of  a  fixed 
number  of  shares  for  a  fixed  amount  of  cash. 

The  amount  received  of  CU20,000  (20,000  x  CU2)  is  recognised  in  equity. 
Subsequent  changes  in  the  fair  value  of  the  warrants  are  not  recorded  by 
Humphreys  because  they  generate  gains  or  losses  for  the  holder  and  not 
Humphreys. 

Question  24  -  B 

CU2,400  is  the  correct  answer. 

IAS39  para  95(b)  states  that  the  ineffective  portion  (10%)  of  the  gain  or  loss 
on  the  hedging  instrument  shall  be  recognised  in  profit  or  loss. 

Question  25  -A 

IAS32  para  28  requires  compound  financial  instruments  to  be  classified 
separately  as  financial  liabilities  and  equity  instruments  according  to  their 
substance. 

The  fair  value  of  a  similar  instrument  that  does  not  have  the  convertibility 
option  is  used  as  an  estimate  of  the  liability  component,  with  the  equity 
instrument  being  the  difference  between  this  and  the  fair  value  of  the 
compound  instrument  as  a  whole.  See  IAS32  para  31. 

The  equity  component  of  CU4,000  is  calculated  as  ((200  x  CU20)  -  (200  x 
CU18)). 

Question  26  -  B 

Transaction  costs  should  be  deducted  from  equity,  net  of  any  related  income 
tax  benefit,  per  IAS32  para  35.  Transaction  costs  only  include  incremental 
costs  that  would  otherwise  have  been  avoided,  per  IAS32  para  37. 

The  answer  is  CU332  ((200  x  CU1.80)  -  (CU40  x  (100%  -  30%))).  The 
professional  fees,  net  of  the  tax  benefit,  are  deductible  from  equity. 
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Question  27  -  A 

CU  1,900  (CU4,000  -  (10%  *  (CU20.000  +  CU  1,000)))  is  the  correct  answer. 

IAS39  para  27  states  that  on  derecognition  of  part  of  a  financial  instrument: 

(a)  there  shall  be  an  allocation  of  the  carrying  amount  between  the  part 
derecognised  and  the  part  retained 

(b)  the  difference  between  the  consideration  received  and  the  carrying 
amount  allocated  to  the  part  derecognised  shall  be  recognised  in  profit  or 
loss. 

The  previous  gains  had  already  been  recognised  in  profit  or  loss  and  so  are 
not  included  in  the  calculation. 

Question  28  -  D 

The  gain  will  be  the  CU1 10  fair  value  at  31  December  20X8  less  the  sum  of 
the  CU14  acquisition  costs  and  the  CU80  cost  of  the  instrument  itself.  No 
account  is  taken  of  disposal  costs. 

See  IAS39  para  46  and  AG67. 

Question  29  -  C 

The  general  rule  is  that  transaction  costs,  such  as  brokers  fees,  are  included 
in  the  initial  carrying  amount.  The  exception  is  that  for  a  financial  asset 
classified  as  'at  fair  value  through  profit  or  loss'  they  are  recognised  as  an 
expense  in  profit  or  loss. 

See  IAS39  para  43. 

Question  30  -  B 

The  prolonged  decline  below  cost  and  the  financial  difficulty  of  the  issuer  are 
objective  evidence  of  impairment.  See  IAS39  paras  59  and  61 . 

The  loss  previously  recognised  in  other  comprehensive  income  (CU40) 
should  be  recognised  in  profit  or  loss,  together  with  the  current  year  loss 
(CU140).  See  IAS39  para  67. 

Chapter  21 

Question  1  -  B  &  D 

The  only  cash  flows  arise  from  the  loan  interest  received  and  proceeds  of 
loan  issue.  The  other  two  items  do  not  meet  the  definition  of  cash  flows  per 
IAS7  para  6. 
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Question  2  -  D 


Development  costs  capitalised  are  cash  flows  from  investing  activities  per 
IAS7  para  16(a). 

Employee  costs  are  cash  flows  from  operating  activities  per  IAS7  para  14(d). 
Property  revaluation  does  not  appear  in  the  cash  flow  statement  as  it  does 
not  involve  an  inflow  or  outflow  of  cash. 

Redemption  of  debentures  appears  in  cash  flows  from  financing  activities  per 
IAS7  para  17(c). 

Question  3  -  C 

Redemption  of  debentures  are  cash  flows  from  financing  activities  per  IAS7 
para  17(c). 

Employee  costs  are  cash  flows  from  operating  activities  per  IAS7  para  14(d). 
Development  costs  capitalised  are  cash  flows  from  investing  activities  per 
IAS7  para  16(a). 

Property  revaluation  does  not  appear  in  the  cash  flow  statement  as  it  does 
not  involve  an  inflow  or  outflow  of  cash. 

Question  4  -A 

Employee  costs  are  cash  flows  from  operating  activities  per  IAS7  para  14(d). 

Redemption  of  debentures  appears  in  cash  flows  from  financing  activities  per 

IAS7para  17(c). 

Development  costs  capitalised  are  cash  flows  from  investing  activities  per 

IAS7  para  16(a). 

Property  revaluation  does  not  appear  in  the  cash  flow  statement  as  it  does 

not  involve  an  inflow  or  outflow  of  cash. 

Question  5  -  B  &  D 

The  bank  overdraft  is  negative  cash.  Cash  equivalents  include  items  of  short 
maturity  (loan  notes  held  are  assets). 

See  IAS7  paras  6-8. 

Question  6  -A 

The  definition  in  IAS7  para  6  of  operating  activities  includes  "other  activities 
that  are  not  investing  or  financing",  so  will  include  disaster  settlements. 

Question  7  -  B 

Cash  flows  re  acquisitions  and  disposals  of  subsidiaries  are  investing 
activities  per  IAS7  para  39. 

Question  8  -  B 

Sales  proceeds  from  non-current  assets  come  under  investing  activities  per 
IAS7  para  16(b). 
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Chapter  22 

Question  1  -  B 

"...  the  operation  shall  retrospectively  be  separately  presented..."  is  false. 
"The  net  cash  flows  ...  of  a  discontinued  operation  shall  be  separately 
presented"  is  true. 

See  IFRS5  paras  12  and  33(c). 

Question  2  -  D 

The  correct  answer  is  that  it  must  have  been  a  CGU  or  a  group  of  CGUs 
while  being  held  for  use. 

IFRS5  para  32  requires  that  a  discontinued  operation  must  be  a  component 
of  an  entity,  and  para  31  defines  a  component  of  an  entity  as  a  CGU  or  a 
group  of  CGUs. 

Question  3-D 

Both  statements  are  true.  See  IFRS8  paras  23  and  29. 

Question  4  -  C 

Re-presentation  as  the  results  from  discontinued  operations  in  the 
comparative  figures  is  required  by  IFRS5  para  34. 

Re-presentation  as  assets  held  for  sale  in  the  comparative  figures  is 
prohibited  by  IFRS5  para  40. 

Question  5  -A 

Both  statements  are  false.  Under  IFRS8  para  23  a  measure  of  segment  profit 
or  loss  and  segment  total  assets  are  to  be  reported,  but  there  is  no  definition 
of  profit  or  loss  and  no  requirement  for  it  to  relate  to  the  assets  of  the 
segment. 

Question  6  -  B 

The  definition  of  a  major  customer  is  made  by  reference  to  an  entity's 
revenue,  i.e.  external  revenue.  Major  customers  need  not  be  identified.  See 
IFRS8  para  34. 

Question  7  -A 

The  profit/loss  for  the  period  and  the  gain/loss  on  remeasurement  should  be 
presented  as  a  single  figure,  and  in  the  separate  income  statement.  See 
IFRS5  paras  33  and  33A. 
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Question  8  -  B 

The  correct  answer  is  profit,  because  it  is  the  only  criterion  out  of  profits, 
revenue  and  assets  that  exceeds  10%  of  the  total  for  all  segments.  The 
number  of  employees  is  not  one  of  the  criteria. 

See  IFRS8  para  13. 

Question  9  -  B 

Segments  1,  2  and  3  are  reportable  because  the  total  revenue  of  each  is 
greater  than  10%  of  total  (external  plus  internal)  revenue.  These  segments 
generate  exactly  75%  ((35  +  14  +  5)  as  %  of  72)  of  external  revenue,  so  no 
additional  segment  has  to  be  reported  under  the  "at  least  75%  of  external 
revenue"  test.  See  IFRS8  paras  13  and  15. 

Chapter  23 

Question  1  -  D 

Both  answers  are  true. 

IAS34  Paras  8-9  permit  either  complete  or  condensed  interim  financial 
statements. 

Question  2  -  B 

IAS34  para  41  accepts  that  interim  reports  will  require  a  greater  use  of 
estimation  methods  than  annual  reports.  IAS34's  non-binding  Appendix  C 
para  C1  allows  inventories  not  to  be  physically  counted  at  the  interim  date. 
IAS34  para  28  requires  the  same  accounting  policies  to  be  used  in  interim 
reports  as  in  the  annual  reports.  Non-binding  Appendix  B  para  B26  requires 
NRV  to  be  determined  by  reference  to  selling  prices  at  the  interim  date. 

Question  3  -  B  &  C 

IAS34  para  20  requires  the  presentation  of  the  statement  of  financial  position 
at  the  end  of  the  preceding  financial  year  and  the  statement  of 
comprehensive  income  for  the  comparable  interim  period  in  the  preceding 
financial  year. 

Question  4  -  C 

There  is  a  legal  obligation  to  allocate  profits  to  the  bonus  pool.  An  allocation 
should  be  made  at  the  half-way  stage  if  it  is  expected  that  the  required  annual 
profit  will  be  earned  and  there  is  a  way  of  calculating  the  amount  of  the 
allocation  reliably. 

It  is  expected  that  profit  will  be  more  than  CU50  million.  The  business  is 
obviously  seasonal,  but  revenue  and  costs  can  only  be  deferred  (smoothed) 
at  the  interim  stage  if  they  would  be  deferred  at  the  end  of  the  year.  So  the 
allocation  is  5%  of  the  CU40  million  interim  profits. 

See  IAS34  paras  37  and  39  and  Appendix  B.5. 
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Question  5  -A 

IAS34  para  30(c)  describes  the  treatment  of  income  taxes  in  interim  reports. 
The  35%  tax  rate  expected  for  the  entire  year  is  applied  to  the  profits  for  the 
interim  period. 

Question  6  -  A 

Both  statements  are  false. 

NRV  is  determined  by  reference  to  the  situation  at  the  interim  reporting  date 
(see  IAS34  Appendix  B.26),  so  inventory  should  be  carried  at  the  lower  of 
CU5.00  and  CU4.80. 

The  cost  of  the  refurbishment  does  not  meet  the  definition  of  a  liability  or 
provision  until  8  July  20X7.  See  IAS34  Appendix  B.  1 1 . 

Chapter  24 

Question  1  -  C 

A  reduction  in  earnings  per  share  is  an  example  of  dilution,  but  a  reduction  in 
loss  per  share  is  an  example  of  antidilution. 

IAS33  para  5  defines  dilution  and  antidilution. 

Question  2  -  C  &  D 

IAS33  para  70  requires  the  earnings  figures  and  the  weighted  average 
number  of  shares  to  be  disclosed. 

Question  3  -  B 

Losses  per  share  should  be  presented,  per  IAS33  para  69.  EPS  for 
discontinued  operations  should  be  presented,  per  IAS33  para  68. 

Question  4  -  B 

Bonus  shares  provide  no  additional  consideration  to  the  issuer,  so  they  are 
related  back  to  the  beginning  of  the  earliest  period  presented.  Shares  issued 
for  cash  provide  additional  consideration,  so  they  are  time-apportioned  from 
the  date  the  cash  was  receivable.  See  IAS33  paras  19  and  26. 

Question  5  -A 

The  correct  answer  is  the  total  earnings  CU430,000  divided  by  the  number  of 
shares  in  issue,  200,000  (100,000/0.50). 

See  IAS33  para  10. 

The  redeemable  preference  share  dividend  is  recognised  as  a  finance  cost 
and  deducted  at  arriving  at  profit  before  tax. 
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Question  6  -A 

The  correct  answer  is  that  last  year's  EPS  figure  is  adjusted  by  the  bonus 
issue  as  if  the  new  number  of  shares  were  always  in  existence,  so  CU0.850  / 
((1/(3  +  1)). 

See  IAS33  para  26. 

Question  7  -  D 

CU0.188  is  the  correct  answer,  being  (CU50,000  -  CU12,500)  /  200,000. 

IAS33  paras  10  and  12  require  that  basic  earnings  per  share  is  calculated  by 
dividing  net  profit  after  tax  and  preference  dividends  by  the  weighted  average 
number  of  ordinary  shares.  Note  that  there  are  200,000  shares  in  issue. 

Question  8  -A 

IAS33  para  12  defines  earnings  for  basic  EPS  as  the  profit  after  tax  and  after 
dividends  on  irredeemable  preference  shares.  So  basic  EPS  is  (CU800,000  - 
CU200.000  -  (6%  x  CU500,000))/5,000,000. 

Question  9  -  D 

The  number  of  shares  to  be  used  is  the  weighted  average  in  issue  through 
the  period.  Bonus  shares  provide  no  additional  consideration  to  the  issuer,  so 
they  are  related  back  to  the  beginning  of  the  earliest  period  presented. 
Shares  issued  for  cash  provide  additional  consideration,  so  they  are  time- 
apportioned  from  the  date  the  cash  was  receivable.  See  IAS33  paras  19  and 
26. 

The  weighted  average  is  100,000  +  20,000  +  (28,000  x  3/12)  =  127,000. 

Chapter  25 

Question  1  -  B  &  C 

The  correct  answers  are  "A  post-employment  benefit  plan..."  and  "An 
executive  director...". 

See  IAS24  para  9. 

Question  2  -  D 

Both  statements  are  true,  and  are  specified  as  compensation  in  IAS24  para  9. 

Question  3-D 

Both  statements  are  true. 

The  definition  in  IAS24  para  9  of  a  related  party  includes  provisions  that  a 
party  is  related  to  an  entity  if  the  party  is  a  joint  venture  and  the  entity  is  a 
venturer  in  it  or  if  the  party  controls  the  entity. 
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Question  4  -  D 

Disclosure  is  required  of  transactions  with  both  Harbinger  and  Thabit. 

See  IAS24  para  3,  which  states  that  disclosure  is  required  in  the  financial 
statements  of  a  parent  or  venturer.  Entities  under  both  direct  and  common 
control  are  related  parties.  The  definition  in  IAS24  para  9  of  a  related  party 
includes  provisions  that  a  party  is  related  to  an  entity  if  the  party  controls  the 
entity  or  if  the  party  is  a  joint  venture  and  the  entity  is  a  venturer  in  it. 

Question  5  -  C 

Transaction  (2)  only  is  the  correct  answer. 

See  IAS24  para  9.  The  daughter  of  Druckman's  managing  director  is  a  close 
member  of  the  family  of  key  management  personnel,  but  the  uncle  of 
Druckman's  finance  director  is  not. 

Question  6  -  B  &  C 

"Details  of  any  guarantees..."  and  "The  provision..."  are  the  correct  answers. 

See  IAS24  para  17. 

Question  7  -  A  &  B 

Grison  (due  to  the  controlling  shareholding)  and  Koala  (due  to  the  close 
family  relationship)  are  the  correct  answers. 

See  IAS24  para  9. 

Question  8  -  A  &  B 

The  correct  answers  are  "Transferred  goods  from  inventory  to  a  shareholder 
owning  40%  of  the  company's  ordinary  shares"  (as  such  a  shareholder  would 
have  significant  influence  over  the  company),  and  "Sold  a  company  car  to  the 
wife  of  the  managing  director"  as  she  is  a  close  member  of  the  family  of  key 
management  per  para  9  of  IAS24. 

Question  9  -  B 

Providers  of  finance  are  listed  in  para  1 1  of  IAS24  as  not  necessarily  being 
related  parties.  The  others  are  related  parties,  under  IAS  24  para  9. 

Chapter  26 

Question  1  -  B  &  D 

IAS1 1  para  39  requires  contract  revenue  and  the  method  used  to  determine 
revenue  to  be  disclosed.  There  is  no  requirement  to  disclose  each 
construction  contract  separately. 
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Question  2  -  D 

IAS1 1  paras  36-37  require  that  anticipated  losses,  if  probable,  should  be 
recognised  immediately. 

Question  3-D 

All  three  items  could  be  included. 

IAS1 1  para  5  gives  examples  of  costs  included  in  a  construction  contract. 

Question  4  -  B 

IAS1 1  para  13  sets  out  the  circumstances  in  which  revenue  in  respect  of  a 
variation  can  be  recognised.  Under  para  14,  claims  can  only  be  included 
when  it  is  probable  that  the  client  will  accept  them. 

Question  5  -  D 

Per  para  3  of  IAS1 1  the  boat  would  be  a  construction  contract  as  it  is  being 
built  under  a  specifically  negotiated  contract. 

The  office  block  should  be  accounted  for  under  IAS16  until  construction  is 
complete,  while  the  warehouse  should  be  accounted  for  under  IAS16  until  it  is 
disposed  of-  see  IAS40  para  9. 

The  item  of  plant  and  machinery  should  be  accounted  for  under  IAS2. 

Question  6  -A 

IAS1 1  para  21  requires  costs  to  accumulate  over  the  period  from  securing  the 
contract  to  final  completion  of  the  contract. 

Question  7  -A&C 

IAS1 1  para  12  specifies  the  basic  situations  in  which  increases  in  revenue 
may  arise.  These  include  variations  and  escalation  clauses.  Para  15  allows 
the  inclusion  of  incentives  only  when  the  contract  is  sufficiently  advanced. 

Question  8  -  B 

IAS1 1  para  30  permits  contract  revenue  to  be  recognised  on  the  basis  of 
costs  incurred  as  a  percentage  of  total  estimated  costs.  The  amount 
recognised  is  calculated  as  CU20.0  million  x  (CU6.0  million/CU16.0  million) 

Question  9  -  C 

CU2,450,000  is  the  correct  answer. 

See  IAS11  paras  17-18.  In  this  example  the  answer  is  calculated  as: 

CU1 ,800,000  for  labour  and  materials  +  (CU600,000  -  CU50,000)  machinery 

cost  +  CU  100,000  design  costs. 


THE  INSTITUTE 


Chapter  37  -  Solutions  to  Self  Test  Questions  |P1  of  chartered 

Page  515  i  accountants 


-J  ENGLAND  AND  WALES 


Question  10  -D 

CU870,000  is  the  correct  answer. 

See  IAS1 1  paras  12-13.  In  this  example  the  answer  is  calculated  as 
CU800,000  fixed  contract  price  +  CU  100,000  variation  in  the  contract  - 
CU30,000  penalties. 

Question  11  -A 

CU480,000  is  the  correct  answer. 

IAS1 1  para  43  states  that  the  gross  amount  due  from  a  customer  is  the  cost 
incurred  plus  recognised  profits  less  the  sum  of  recognised  losses  and 
progress  billings. 

Chapter  27 

Question  1  -  B 

The  actuarial  present  value  of  promised  retirement  benefits  does  not  apply  to 
defined  contribution  plans  as  there  is  no  guarantee  of  future  retirement 
benefits. 

See  IAS26  para  35(d). 

Question  2  -  D 

IAS26  para  1  outlines  the  scope  and  application  of  the  standard.  Per  Preface 
para  7,  IFRSs  only  apply  to  general  purpose  financial  statements. 

Question  3  -  B 

IAS26  para  32  requires  investments  to  be  stated  at  fair  value. 

Chapter  28 

Question  1  -A&  B 

The  cost  and  revaluation  models  are  allowed,  per  IFRS6  para  12. 

Question  2  -A 

IFRS6  does  not  apply  to  either  type  of  expenditure. 

IFRS6  para  3  clearly  states  that  the  standard  only  applies  to  exploration  and 
evaluation  expenditures  incurred.  These  expenditures  occur  either  before  or 
after  the  exploration  and  evaluation  phase  (IFRS6  para  5). 
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Question  3  -  C 

The  answer  is  "Oil  production  and  gas  production  cash-generating  units 
combined". 

Strider  does  not  have  to  apply  IAS36  in  allocating  exploration  assets  to  cash- 
generating  units.  Each  unit  or  group  of  units  to  which  they  are  allocated  shall 
not  be  larger  than  an  operating  segment  under  IFRS8  (IFRS6  paras  21  and 
22). 

Question  4  -A 

The  answer  is  CU200. 

Exploratory  drilling  is  an  example  of  expenditure  that  can  be  related  to  the 
finding  of  specific  mineral  resources  (IFRS6  para  9).  Infrastructure  costs 
should  not  be  recognised  as  infrastructure  assets  but  as  property,  plant  and 
equipment  in  accordance  with  IAS16.  Development  expenditures  should  not 
be  recognised  as  exploration  assets  (IFRS6  para  10). 

Question  5  -  B 

The  answer  is  CU130. 

Trenching  and  sampling  expenditure  is  an  example  of  intangible  assets.  The 
depreciation  relating  to  a  tangible  asset  used  to  develop  an  intangible  asset  is 
presented  as  an  intangible  asset.  However,  the  remaining  carrying  amount  of 
the  tangible  asset  is  still  classified  as  a  tangible  asset  (IFRS6  para  16). 

Chapter  29 

Question  1  -  D 

The  correct  answer  is  "Reinsurance  contracts  issued  by  the  entity". 

IFRS4  paras  2-6  define  the  scope  (i.e.  inclusions  and  exclusions)  of  the 
standard. 

Question  2  -  C  &  D 

Undiscounted  liabilities  and  non-uniform  accounting  policies  may  continue  as 
per  IFRS4  para  25.  Prohibited  policies  are  listed  in  para  14  of  IFRS4. 

Question  3  -  B 

The  effect  of  IFRS4  para  13  is  not  to  require  the  application  of  the  IASB 
Framework  but  IFRS4  para  15  requires  a  test  for  the  adequacy  of  recognised 
liabilities. 
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Question  4  -  B  &  C 

IFRS4  para  15  requires  a  liability  adequacy  test  and  para  14  requires  an 
impairment  test  for  reinsurance  assets.  Both  the  offset  of  reinsurance  assets 
against  insurance  liabilities  and  the  recognition  of  future  claims  are  prohibited 
by  IFRS4  para  14. 

Question  5  -  D 

"Continuing  to  use  non-uniform  accounting  policies..."  is  the  correct  answer. 

IFRS4  para  25(c)  allows  this  approach.  The  use  of  equalisation  provisions  is 
prohibited  by  IFRS4  para  14,  the  recognition  of  liability  deficiencies  in  the 
statement  of  changes  in  equity  by  para  15  and  the  introduction  of  excessive 
prudence  by  para  26. 

Chapter  30 

Question  1  -A 

Changes  in  fair  value  should  be  recognised  in  profit  or  loss  only. 

See  IAS41  para  26. 
Question  2  -  D 

The  correct  answer  is  "Cheese".  All  of  the  others  are  agricultural  produce. 

See  IAS41  para  4. 

Question  3  -  A  &  B 

The  correct  answer  is  based  on  controlling  the  asset  as  a  result  of  past 
events  and  the  probability  that  economic  benefits  will  flow  to  the  entity. 

See  IAS41  para  10. 

Question  4  -  A  &  C 

Commissions  to  brokers  and  transfer  taxes  and  duties  are  recognised  point- 
of-sale  costs  in  the  standard. 

See  IAS41  para  14. 

Question  5  -  D 

"Apple"  is  the  correct  answer,  being  the  harvested  product  required  by  the 
IAS  41  para  5  definition. 

IAS41  para  4  gives  examples  of  biological  assets,  agricultural  produce  and 
products  that  are  the  result  of  processing  after  harvest. 
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Question  6  -  B  &  D 

The  correct  answers  are  "Chickens"  and  "Trees". 

IAS41  para  5  defines  a  biological  asset  as  a  living  animal  or  plant. 

Question  7  -  B 

IAS41  para  4  lists  sugar  as  a  product  that  is  processed  after  harvesting  and 
wool  as  agricultural  produce. 

Chapter  31 

Question  1  -  C 

The  correct  answer  is  "Separate  financial  statements". 

See  IAS27  para  4. 

Question  2  -  C 

In  IAS27  para  24  it  states  that  uniform  accounting  policies  shall  be  used  in  the 
consolidated  financial  statements.  The  statement  about  preparation  of 
consolidated  financial  statements  is  therefore  true. 

In  para  27  it  states  that  the  non-controlling  interest  shall  be  presented  in  the 
consolidated  statement  of  financial  position  within  equity.  The  statement 
about  non-controlling  interest  is  therefore  false. 

Question  3-D 

CU  1,1 85, 000  is  the  correct  answer. 

See  IAS27  paras  20-21 .  In  this  example  the  answer  is  calculated  as  (Cavy's 
trade  receivables  less  CU30,000  due  from  Haldenby)  plus  (Haldenby's  trade 
receivables  less  CU40,000  due  from  Cavy). 

Question  4  -A 

CU720,000  is  the  correct  answer. 

See  IAS27  para  26.  This  is  the  parent  company's  share  of  the  post  acquisition 
retained  earnings  of  the  subsidiary.  This  is  determined  by  deducting  (i)  the 
parent  company's  share  of  the  retained  earnings  of  the  subsidiary  at  the  date 
of  acquisition  from  (ii)  the  parent  company's  share  of  the  retained  earnings  of 
the  subsidiary  at  the  end  of  the  current  reporting  period. 

Question  5  -  C 

CU  190,000  is  the  correct  answer. 

See  IAS27  para  18.  This  answer  was  calculated  as  the  non-controlling 
interest  %  of  the  current  (share  capital  plus  revaluation  reserve  plus  retained 
earnings). 
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Question  6  -  D 


The  correct  answer  is:  non-controlling  interest,  reduce  by  CU  13,500;  retained 
earnings,  reduce  by  CU31,500. 

See  IAS27  paras  18,  20  and  21 .  In  this  example  the  answer  is  calculated  as: 
non-controlling  interest  (NCI)  reduced  by  the  purchase  price  of  inventory  x 
margin  %  x  the  NCI  %.  Retained  earnings  are  reduced  by  the  purchase  price 
of  inventory  x  margin%  x  the  parent  company's  interest  %. 

Note:  the  cost-plus  %  (CP%)  needs  to  be  converted  to  a  margin  %  as  follows: 
CP/(100+CP)%. 


Question  7  -  B 


The  correct  answer  is:  non-current  assets,  reduce  by  CU40,000;  retained 
earnings,  reduce  by  CU26,000. 

IAS27  paras  20-21  require  the  profit  on  intragroup  assets  to  be  eliminated  in 
full.  Only  the  group  share  of  the  profits  of  the  subsidiary  are  taken  to  group 
retained  earnings. 


Question  8  -  C 


The  correct  answer  is:  retained  earnings,  reduce  by  CU30,000;  non- 
controlling  interest,  reduce  by  CU  10,000. 

This  is  because  the  subsidiary  sold  the  asset  to  the  parent.  This  gain  is  not 
realised  from  a  group  perspective  per  IAS27  para  21  and  must  be  removed  in 
full.  It  is  then  allocated  between  the  shareholders  of  the  subsidiary,  in  the 
form  of  retained  earnings  (group  share  of  the  gain)  and  the  non-controlling 
interest. 


Question  9  -  B 


The  correct  answer  is:  reduce  non-current  assets  by  CU200;  no  change  to 
non-controlling  interest. 

The  profit  on  intragroup  transactions  must  be  removed  in  full  per  IAS27  para 
21  and  deducted  from  the  carrying  amount  of  the  asset.  The  intragroup  profit 
is  the  difference  between  the  carrying  amount  and  the  sale  price. 

This  profit  would  originally  have  been  recognised  by  the  parent  company,  and 
so  there  is  no  impact  on  the  non-controlling  interest,  who  only  have  a  stake  in 
the  subsidiary. 
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Question  10  -D 


The  correct  answer  is:  depreciation  expense,  decrease  by  CU8,000;  carrying 
amount,  decrease  by  CU24,000. 

Fair  value  adjustments  under  IFRS3  para  36  not  reflected  in  the  books  must 
be  adjusted  for  on  consolidation.  In  this  example  the  depreciation  is 
decreased  by  the  difference  between  Rogers's  depreciation  expense  of 
CU1 00,000  (CU800,000  /  8)  and  Mulberry's  fair  value  depreciation  expense 
of  CU92,000  (CU460,000  /  5).  The  carrying  amount  is  decreased  by  the 
difference  between  Rogers's  carrying  amount  at  31  December  20X8  of 
CU300,000  (CU800,000  less  5/8  thereof)  and  Mulberry's  carrying  amount  at 
the  same  date  of  CU276,000  (CU460,000  less  2/5  thereof). 


Chapter  32 

Question  1  -  B  &  D 


IAS29  para  3  sets  out  indicators  of  a  hyperinflationary  economy.  These 
include  keeping  wealth  in  non-monetary  form  and  inflation  exceeding  100% 
over  three  years. 

Question  2  -  D 

"People  prefer  to  keep  their  wealth  in  non-monetary  assets..."  is  the  correct 
answer. 

IAS29  para  3  states  that  this  "maintains  purchasing  power". 

Question  3  -  C 

Where  monetary  assets  exceed  liabilities,  there  will  be  a  monetary  loss,  per 
IAS29  para  27. 

Gains  or  losses  on  the  net  monetary  position  should  be  recognised  in  profit  or 
loss,  per  IAS29  para  9. 

Question  4  -A&  D 

Monetary  items  are  to  be  received  (or  settled)  in  fixed  monetary  terms  (per 
IAS29  para  12).  This  includes  trade  payables  and  loans  to  be  repaid  at  par 
value. 


Chapter  33 

Question  1-B&  D 


The  non-controlling  interest  shall  be  measured  either  at  fair  value  or  at  its 
proportionate  share  of  the  acquiree's  identifiable  net  assets,  which  are 
measured  at  fair  value. 

See  IFRS3  para  19. 
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Question  2  -  C 

This  situation  concerns  a  bargain  purchase  (negative  goodwill).  The  correct 
answer  is  to  reassess  the  recognition  and  measurement  of  the  net  assets 
acquired  and  the  consideration  transferred,  then  recognise  any  excess  as  a 
gain  immediately  in  profit  or  loss. 

See  IFRS3  paras  34  and  36. 

Question  3  -A 

All  acquisition-related  costs  should  be  recognised  as  expenses  in  the  periods 
in  which  they  are  incurred. 

See  IFRS3  para  53. 

Question  4  -  C 

IFRS3  para  23  states  that  the  acquirer  shall  recognise  contingent  liabilities  if 
certain  conditions  are  met.  There  is  no  mention  of  contingent  assets  in  IFRS3, 
so  they  should  not  be  recognised. 

Question  5  -  C 

Any  pre-existing  equity  interest  should  be  remeasured  when  control  is 
achieved,  per  IFRS3  para  42. 

Pendle's  net  assets  are  not  remeasured,  because  they  are  not  part  of  the 
acquisition  transaction. 

Question  6  -  A 

The  consideration  transferred  should  be  compared  with  the  fair  value  of  the 
net  assets  acquired,  per  IFRS3  para  32. 

When  provisional  fair  values  have  been  identified  at  the  first  reporting  date 
after  the  acquisition,  adjustments  arising  within  the  measurement  period  (a 
maximum  of  12  months  from  the  acquisition  date)  should  be  related  back  to 
the  acquisition  date.  Subsequent  adjustments  are  recognised  in  profit  or  loss, 
unless  they  can  be  classified  as  errors  under  IAS8  Accounting  policies, 
changes  in  accounting  estimates  and  errors.  See  IFRS3  paras  45  and  50. 

The  final  amount  of  goodwill  is  CU160  million  consideration  transferred  less 
CU135  million  fair  values  at  31  May  20X8  =  CU25  million. 

Question  7  -  A 

CU1 ,470,000  is  the  correct  answer.  Goodwill  is  calculated  as  the  CU1 .96 
million  consideration  transferred  plus  the  CU21 0,000  (30%  x  CU700,000) 
non-controlling  interest  less  the  CU700,000  fair  value  at  the  acquisition  date 
of  the  assets  and  liabilities  acquired. 

See  IFRS3  para  32. 
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Question  8  -  D 

Under  IFRS3  para  32  goodwill  is  measured  at  the  consideration  transferred 
plus  the  non-controlling  interest  (however  measured)  less  net  assets 
acquired.  The  non-controlling  interest  may  be  measured  at  its  share  of  net 
assets  or  its  fair  value,  per  IFRS3  para  19. 

The  non-controlling  interest  is  20%.  Its  share  of  net  assets  is  20%  * 
CU85  million  =  CU17  million.  Its  fair  value  is  20/80  x  (the  consideration  for 
80%  less  the  control  premium),  so  20/80  *  (CU100  million  -  CU24  million)  = 
CU19  million. 

The  goodwill  calculations  are: 

NCI  at  share  NCI  at  fv 
of  net  assets 

Consideration  transferred  CU100  million  CU100  million 

NCI  CU17  million  CU19  million 

CU1 17  million  CU1 19  million 

Net  assets  CU85  million  CU85  million 

Goodwill  CU32  million  CU34  million 

Question  9  -  D 

The  correct  answer  is:  Goodwill:  CU580,000,  Gains  on  the  bargain 
purchases:  Nil. 

The  calculations  are: 

Swain  Hadji 

Consideration  transferred  1,420,000  300,000 

Non-controlling  interest 

(30%  x  CU1.2  million,  35%  x  CU640.000)       360,000  224,000 

1,780,000  524,000 

Net  assets  acquired  1,200,000  640,000 

Goodwill/(gain)  580,000  (116,000) 

Goodwill  is  carried  as  an  asset  in  the  consolidated  statement  of  financial 
position  but  a  gain  on  a  bargain  purchase  is  recognised  in  profit  or  loss. 

See  IFRS3  paras  32  and  34. 

Question  10  -A 

The  consideration  transferred  should  be  compared  with  the  fair  value  of  the 
net  assets  acquired,  per  IFRS3  para  32. 

The  contingent  consideration  should  be  measured  at  its  fair  value  at  the 
acquisition  date;  any  subsequent  change  in  this  cash  liability  comes  under 
IAS39  Financial  instruments:  recognition  and  measurement  and  should  be 
recognised  in  profit  or  loss,  even  if  it  arises  within  the  measurement  period. 
See  IFRS3  paras  39,  40  and  58. 

Goodwill  is  the  CU210  million  (CU200  million  +  CU10  million  acquisition  date 
fair  value  of  contingent  consideration)  less  CU1 16  million  fair  value  of  net 
assets  =  CU94  million. 
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Question  11  -A 

The  answer  is  CU4.00  million. 

Goodwill  is  calculated  by  reference  to  the  consideration  transferred  plus  non- 
controlling  interest  (nil  in  this  case)  plus  the  fair  value  of  any  shares  in 
Raukatau  already  held  by  Sweet  (nil  in  this  case).  Professional  fees  should  be 
recognised  in  profit  or  loss  and  the  issue  costs  deducted  from  the  fair  value  of 
the  shares  issued. 

The  consideration  transferred  is  CU4  million  (500,000  x  CU8).  See  IFRS3 
paras  37  and  53. 

Question  12  -C 

The  consideration  transferred  should  be  compared  with  the  fair  value  of  the 
net  assets  acquired,  per  IFRS3  para  32. 

The  gain  of  CU8  million  results  from  a  bargain  purchase  and  should  be 
recognised  in  profit  or  loss,  per  IFRS3  para  34. 

Chapter  34 

Question  1  -  C 

The  correct  answer  is  "The  power  to  participate  in  the  financial  and  operating 
policy  decisions  of  an  entity",  per  IAS28  para  2. 

Question  2  -  C 

The  only  investment  that  is  not  an  associate  is  an  investment  held  by  a 
venture  capital  organisation  and  measured  at  fair  value  with  changes  in  fair 
value  recognised  in  profit  or  loss. 

See  IAS28  para  1(a). 

Question  3  -  A 

Both  statements  are  false. 

Under  the  equity  method  Tatai  only  recognises  its  share  of  Southall's  profit  or 
loss,  not  its  revenue.  See  IAS28  para  11. 

Profit  or  loss  is  measured  in  after-tax  terms  but  included  in  consolidated  pre- 
tax profit.  See  IAS28  para  38. 

Question  4  -  D 

CU760,000  is  the  correct  answer. 

IAS27  para  18  combines  parent  and  subsidiary  amounts,  but  the  definition  of 
the  equity  method  in  IAS28  para  2  does  not  allow  this  for  associates.  In  this 
example  the  answer  is  calculated  as  100%  of  the  tax  of  the  parent  company 
and  100%  of  the  tax  of  the  subsidiary. 
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Question  5  -A 


IAS28  para  13  requires  the  use  of  the  equity  method  in  the  investor's 
consolidated  financial  statements.  The  individual  statement  of  financial 
position  amounts  of  Berger  are  not  included  in  the  consolidated  statement  of 
financial  position.  Hence  the  receivables  and  payables  between  Champlain 
and  Berger  cannot  be  eliminated. 


Question  6  -  C 


The  correct  answer  is:  reduce  inventories  by  CU350,000,  reduce  retained 
earnings  by  CU350,000. 

See  IAS28  para  22.  The  reduction  in  inventories  is  the  parent  company's 
interest  %  x  profit  on  inventory  earned  by  Saimaa.  Retained  earnings  should 
be  reduced  by  the  same  amount. 


Question  7  -  B 


The  correct  answer  is:  reduce  non-current  assets  by  CU80,000,  reduce 
retained  earnings  by  CU80,000. 

See  IAS28  para  22.  The  reduction  in  non-current  assets  is  the  difference 
between  the  sales  value  and  the  carrying  amount  x  the  parent  company's 
interest  %.  Retained  earnings  should  be  reduced  by  the  same  amount. 


Question  8  -  B 


Under  the  equity  method  the  investment  in  Northfield  is  increased 
(decreased)  by  Hanwell's  share  of  Northfield's  retained  profit  (loss).  Any 
share  of  dividend  will  be  reflected  in  Hanwell's  cash,  not  the  carrying  amount 
of  the  investment.  See  IAS28  para  11. 

The  carrying  amount  is  CU400,000  cost  plus  30%  of  (CU80,000  profit  less 
CU32.000  loss  less  CU1 0,000  dividend)  =  CU41 1,400. 


Chapter  35 

Question  1  -  D 


All  three  methods  are  available  to  account  for  a  jointly  controlled  entity  per 
IAS31  paras  30,  34  and  38. 


Question  2  -A 


The  agreement  whereby  the  strategic  decisions  in  respect  of  Hoophorn  are  to 
be  taken  with  the  unanimous  agreement  of  both  Fluming  and  Talgarth  means 
that  Hoophorn  is  a  joint  venture.  See  IAS31  para  3. 

Both  Fluming  and  Talgarth  should  account  for  their  investments  as  venturers 
in  a  joint  venture. 
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Question  3  -  C 


Because  of  the  signed  agreement  between  Apple  and  Berry,  Damson  is  a 
joint  venture.  Cherry  is  not  a  party  to  this  agreement,  so  it  is  an  investor  in  this 
joint  venture.  See  IAS31  para  3. 

Apple  is  a  venturer  in  the  jointly  controlled  entity  joint  venture.  It  should 
account  for  its  share  of  the  joint  venture's  profits  by  proportionate 
consolidation  or  the  equity  method.  See  IAS31  paras  3,  30  and  38. 


Question  4  -  C 


The  conditions  for  a  joint  venture  include  the  need  for  a  contractual 
agreement  between  the  venturers  whereby  strategic  decisions  require  the 
unanimous  consent  of  all  signatories  to  the  agreement.  See  IAS31  para  3. 

Question  5  -  C 

Both  methods  of  accounting  require  Wyndale's  consolidated  retained 
earnings  to  include  its  share  of  Flask's  post-acquisition  retained  earnings. 
Under  proportionate  consolidation,  but  not  under  the  equity  method, 
Wyndale's  share  of  Flask's  debt  will  be  included  in  Wyndale's  consolidated 
statement  of  financial  position. 

See  IAS31  paras  3  and  33. 

Question  6  -  C 

It  is  true  that  an  impairment  loss  should  be  recognised  in  full  by  the  venturer. 

It  is  false  that  the  whole  of  any  gain  arising  should  be  recognised. 

See  IAS31  para  48. 

Question  7  -  C 

The  answer  is  CU1,400. 

Consolidation  of  parent  and  subsidiary  is  achieved  by  adding  together  like 
items,  such  as  the  trade  receivables  in  Smart  (CU800,000)  and  Krnov 
(CU500,000).  Under  proportionate  consolidation,  the  investor  includes  its 
share  of  the  assets,  such  as  trade  receivables,  it  jointly  controls,  so  one  third 
of  CU300,000  =  CU100.000  for  Truman.  See  IAS27  para  18  and  IAS31  para 
33. 

Question  8  -  B 

Using  proportionate  consolidation,  Wigwam  should  recognise  25%  of  Tepee's 
inventories,  under  IAS31  para  3.  Wigwam  should  only  recognise  the 
proportion  of  the  gain  it  has  made  on  the  sale  that  is  attributable  to  the  other 
venturers.  See  IAS31  para  48. 

Wigwam  should  recognise  CU40,000  (25%  of  CU160.000)  less  CU15.000 
(25%  of  the  CU60.000  profit  it  made  on  the  sale  to  Tepee)  =  CU25.000. 
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Chapter  36 

Question  1  -  C 

The  correct  answer  is  "a  first-time  adopter"  as  defined  in  IFRS1  Appendix  A. 

Question  2  -  C 

The  correct  answer  is  "opening  IFRS  statement  of  financial  position"  as 
defined  in  IFRS1  Appendix  A. 

Question  3  -  C 

The  correct  answer  is  "The  beginning  of  the  earliest  period  for  which  an  entity 
presents  full  comparative  information  under  IFRSs  in  its  first  IFRS  financial 
statements".  See  IFRS1  Appendix  A.  This  will  be  the  beginning  of  the 
comparative  period. 

Question  4  -  B 

"Those  IFRSs  in  existence  at  30  June  20X9"  is  the  correct  answer. 

IFRS1  para  7  states  that  the  IFRSs  that  are  effective  at  the  reporting  date 
should  be  used  for  the  whole  period. 

Question  5  -  D 

20X8  is  the  correct  answer. 

IFRS1  para  3  states  that  it  is  the  year  when  Monkman  explicitly  adopts  IFRS, 
and  para  7  requires  comparatives  on  the  basis  of  IFRSs  at  the  reporting  date. 
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IFRS  represents  a  major  challenge  to  many  organisations 
and  individuals  who  use  financial  statements.  The  Institute 
of  Chartered  Accountants  in  England  and  Wales  (ICAEW) 
IFRS  learning  and  assessment  programme  gives  you  the 
knowledge  and  understanding  of  the  standards  to  help 
you  meet  the  requirements  of  IFRS  with  confidence. 

As  a  world-leading  professional  accountancy  body,  the 
ICAEW  provides  leadership  and  practical  support  to  over 
130,000  members  in  more  than  160  countries,  working 
with  Government,  regulators  and  industry  in  order  to 
ensure  the  highest  standards  are  maintained. 

Our  members  provide  financial  knowledge  and  guidance 
based  on  the  highest  technical  and  ethical  standards.  They 
are  trained  to  challenge  people  and  organisations  to  think 
and  act  differently,  to  provide  clarity  and  rigour,  and  so 
help  create  and  sustain  prosperity.  The  ICAEW  ensures  these 
skills  are  constantly  developed,  recognised  and  valued. 

Because  of  us,  people  can  do  business  with  confidence. 
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